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Preface 

The industrial economics courses taught at the University of Lancaster 
have always been rather heretical. Philip Andrews and Elizabeth Brunner 
had an enduring belief in the strength of competition and were sceptical 
about the relevance of the 'structure-conduct-performance' (SCP) ap
proach which dominated the subject. Harry Townsend, following the 
eclectic tradition of the London School of Economics, had a similar 
distaste for this paradigm, believing it to be too constraining. As long ago 
as 1972, he introduced transaction costs as a key element of the under
graduate industrial economics course, but even today this topic is ignored 
(or given scant attention) in many such courses elsewhere. Hence, as both 
a student and a lecturer at Lancaster, I have been made aware of alterna
tive interpretations and approaches to the study of industrial economics 
which are only now beginning to receive wider recognition. 

The Lancaster tradition of non-conformity is continued in this book, 
which differs in scope from other texts in the field of industrial economics. 
It covers the mainstream analysis, but challenges this approach - and the 
resulting policy conclusions - by introducing many of the less well-known 
developments in the area. 

Without the help of many friends and colleagues, this book would have 
taken much longer to write. Andrea Pezzoli made many valuable com
ments while Harry Townsend gave enthusiastic support and help. Ron 
Bowen's lack of knowledge of economics, but careful attention to detail, 
removed much of the jargon. The boundless energy and enthusiasm of 
Professor Balasubramanyam led me to discover that I could work twice as 
hard as I had previously thought possible. My greatest debts are to Gerry 
Steele, who amazed me for his capacity meticulously to examine every draft I 
produced (and, furthermore, by his claim to enjoy such an onerous task) 
and to my wife, Glenys. As the book slowly advanced, she decided that the 
fastest way to rediscover leisure would be to help me. She finished up 
spending as long on the book as I did, and, in this sense, it is as much her 
effort as mine. Nevertheless, any remaining errors are my own responsi
bility. 

This is the point where authors traditionally thank their secretary for her 
miraculous ability to decipher almost illegible handwriting; in this case 
thanks must go to my wordprocessor. Furthermore, I believe that I could 
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xii Preface 

have dispensed with the technical skills of the publisher and typeset the 
book myself. In fact, I could have performed all the publisher's tasks 
equally well, given the assumption that information is perfect, and in the 
absence of uncertainty and transaction costs. But if that were the case, 
there would also have been no need for me to write this book, and I would 
be doing a different job. 

PAUL R. FERGUSON 



1 Introduction 

The main concern of economics is thus with human beings who are 
impelled, for good and evil, to change and progress. Fragmentary 
statical hypotheses are used as temporary auxiliaries to dynamic - or 
rather biological - conceptions: but the central idea of economics, 
even when its Foundations alone are under discussion, must be that of 
living force and movement. A. Marshall (1920, p. xiii). 

Industrial economics is at an important stage in its development. Increas
ing refinements to the techniques first developed in the late nineteenth 
century (marginal analysis) led many economists to believe that they had 
an analytical framework capable of providing answers to most of the 
problems of industrial economics. In recent years, doubts have crept in. 
Controversies now surround many of the central areas of investigation, and 
the 'traditional' approach increasingly faces re-examination and re
evaluation. 

Many economists are searching for an alternative way forward: for 
theoretical frameworks that better explain the issues of industrial econ
omics. Developments are taking many directions, and it may be that no 
one approach will provide all the answers. This book will introduce 
students to the debate. More recent developments will be set against a 
critical exposition of the traditional approach. 

INDUSTRIAL ECONOMICS- A SEPARATE DISCIPLINE? 

Industrial economics is best defined as the application of microeconomic 
theory to the analysis of firms, markets and industries. Stigler (1968) 
argues that industrial economics does not really exist as a separate disci
pline, that it is simply differentiated microeconomics. This misses the 
point. The distinction arises from the overriding emphasis, in industrial 
economics, on empirical work and on implications for policy. Although the 
main focus has been on the secondary (or industrial) sector of the econ
omy, there is no reason why study of the primary (agricultural) or tertiary 
(service) sectors of the economy should not also be included. 

The terms 'industrial economics' and 'industrial organisation' are often 

1 



2 Industrial Economics: Issues and Perspectives 

used interchangeably, but it is more useful to follow Carlsson (1985) in 
distinguishing between them. He reasons that the main concern of indus
trial organisation has become the structure of industries at a particular 
point of time. Such investigation stems from the work of Chamberlin on 
monopolistic competition. It was developed by Mason and Bain into the 
structure-conduct-performance (SCP) paradigm, which is based on the 
neoclassical theory of the firm (essentially the models of perfect competi
tion, monopoly, monopolistic competition together with the various mod
els of oligopoly) and has dominated the field since the Second World War. 
By contrast, the term 'industrial economics' can be used to encompass both 
industrial organisation and what Carlsson terms 'industrial dynamics', 
which is: 

primarily concerned with the evolution of industry as a process in time 
at both the macro level, the sector or industry level, and the firm level 
(1985, p. 6). 

Industrial dynamics has its basis both in the work of Alfred Marshall and in 
that of the Austrian School. It widens the area of investigation by permit
ting analysis of topics where change is central (such as innovation). More
over, it offers a different perspective on many of the issues of industrial 
organisation. For instance, where industrial organisation would be con
cerned with the extent to which the presence of monopoly in the economy 
reduces society's welfare, industrial dynamics addresses itself to the rea
sons for the development of monopoly, and the question of how long it 
might persist. 

Most industrial economics texts deal largely with industrial organisation. 
Few dwell on industrial dynamics, from which the most pertinent critique 
of the traditional approach (that of the Austrian School) stems. This book, 
therefore, introduces developments in both aspects of industrial econ
omics. 

THE WELFARE OBJECTIVE 

The aim of the industrial economist is essentially the same as that of 
economists working in other fields. It is to describe, explain and to draw 
inferences about the effectiveness with which scarce resources are used; 
and to comment on policies which might improve the situation. This 
requires the establishment of criteria against which changes can be judged. 

The yardstick invariably chosen is the impact of each change on the 
economic welfare of society as a whole. This book is no exception. 
Adopting the potential Pareto improvement (PPI) criterion, overall wel
fare is enhanced by change as long as those who benefit are (theoretically) 
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capable of compensating the losers while, themselves, remaining better off. 
In most traditional texts, the concern is with the allocation of resources in a 
framework in which tastes, techniques and resources are constant and 
known. This approach glosses over the change and uncertainty that charac
terise the real world of industrial economics: the future cannot be pre
dicted with confidence; unforeseen developments may occur. In all such 
circumstances, the static approach to welfare is inappropriate, and, if 
applied, may give rise to misleading conclusions. 

Applying the PPI criterion in the ·context of an uncertain and ever
changing environment complicates the evaluation of economic welfare. 
Uncertainty rules out any precise measurement of the magnitude and 
direction of changes in welfare. However, analysis can still give important 
guidelines to policy-makers. By showing the ways in which changes will 
affect the operation of industry, it is usually possible to deduce whether 
such changes will be beneficial. 

AN INTRODUCTION TO DEVELOPMENTS IN INDUSTRIAL 
ECONOMICS 

In the 1970s and 1980s, there has been increasing recognition that the 
traditional SCP approach fails to give adequate insights into many issues 
within the field of industrial economics. In seeking to establish a more 
appropriate theoretical basis, economists have followed several different 
paths. A resume of the main developments is given here; more detailed 
analysis will be introduced at appropriate junctures throughout the book. 

One development is the New Industrial Economics, which tries to 
sharpen the SCP approach by relating it more rigorously to its neoclassical 
antecedents. Of particular note is the accommodation of recent advances 
in oligopoly and game theory. Work in this area includes that of Spence, 
Dixit and Stiglitz in the USA, and Cowling, Clarke and Waterson in the 
UK. Their refinements are gaining widespread recognition and are begin
ning to find their way into industrial economics texts (for instance, Water
son, 1984 and Clarke, 1985). 

Baumol's concept of 'contestability' has also received wide attention, but 
other significant developments have. been relatively neglected. For in
stance, the contribution of the Chicago School to industrial economics has 
attracted much less attention. Like contestability, the contributions of such 
'Chicago' economists as Stigler, Demsetz, Peltzman and Brazen can by no 
means be described as radical. Baumol and the Chicago School still adhere 
firmly to the neoclassical framework, but see the world as one in which 
competitive forces generally hold sway. Unlike the approach of SCP and 
the New Industrial Economics, which highlight monopolistic 'excesses' in 
various degrees, the Chicago School (and, to a lesser extent, Baumol) offer 
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alternative theoretical explanations for alleged symptoms of uncompetitive 
practices. 

In quite a different area, the Public Choice Theorists introduce an extra 
element into the policy debate. Traditionally, economists have appealed 
for intervention where the level of welfare generated by the market is 
lower than that believed to be attainable through benevolent action by 
government. Analysis by Public Choice Theorists suggests that the motiva
tions and objectives of politicians and bureaucrats are not always altruistic, 
so government intervention cannot be guaranteed to improve economic 
welfare. Prominent in this field are Tullock and the Nobel Laureate, 
Buchanan. 

The other developments are more radical in that they substantially 
modify (or even reject) the traditional approach to industrial economics. 
For instance, whereas traditional theory concentrates on the costs of 
production, more recent work has sought to add greater realism by 
stressing the importance of transaction costs, defined by Arrow (1969, p. 
48) as the 'costs of running the economic system'. Such costs contain two 
main elements. There are the costs involved in acquiring information, and 
those involved in effecting transactions. Consider the case of a house 
purchase. Transaction costs include those incurred in locating suitable 
accommodation, and in arranging a structural survey to check on its 
'quality', obtaining the finance, engaging a solicitor to deal with the legal 
aspects and hiring a removal firm. The work of Coase (and, more recently, 
Williamson and Kay) shows that explicit consideration of such costs offers 
important new insights. Coase (1937) showed that, without explicit trans
action costs, firms have no reason to exist. All the activities undertaken by 
firms can be explained only if transaction costs are recognised. Faced with 
limited information and an uncertain environment, economic agents seek 
the most cost-effective way of attaining their objectives. For instance, a 
firm must decide whether to employ its own marketing specialists or to 
contract out to a marketing agency. Its decision to internalise the activity 
or to use the market depends on the anticipated relative costs, including 
the transaction costs of acquiring information and arranging, contracting 
and monitoring the activity. Recognition of the role of transaction costs 
provides new perspectives on many issues of industrial economics. 

The most comprehensive critique of traditional analysis comes from the 
work of the Austrian School, where the theoretical approach is very much 
at variance with that of the neoclassical mainstream. Austrians see com
petition as a process rather than as the static market structure of perfect 
competition. They thus focus on the processes by which individual econ
omic agents seek to enhance their welfare through time in a changing and 
uncertain world and, like the Chicago School, they contend that markets 
are generally competitive. These ideas originate from Menger (1840-1921) 
and proponents include Mises, Schumpeter and Hayek. In the mid-1980s, 
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Reekie and Littlechild are foremost in applying the Austrian approach to 
problems of industrial economics. Such treatment can often lead to analyti
cal conclusions and policy prescriptions which differ markedly from those 
of traditional analysis. 

ISSUES DISCUSSED IN THE BOOK 

This book considers major issues within the field of industrial economics. 
By presenting recent theoretical developments in industrial economics, as 
well as the traditional approach, the book highlights many new and 
unfamiliar conclusions. It is presumed that readers will already have a 
grounding in neoclassical microeconomics, particularly with regard to the 
theory of the firm. 

Chapter 2 introduces 'traditional' industrial economics, the contribution 
of the Chicago School, contestability, developments made by the New 
Industrial Economics, and the work of the Austrian School- several of the 
main theoretical approaches which recur throughout the book. Following 
an exposition of the established SCP paradigm, the chapter focuses on the 
limitations of this technique, most of which can be traced back to its 
foundation in neoclassical theory. This leads to a consideration of the 
alternative theoretical approach of Austrian economics. 

Market concentration plays a central part in the SCP approach. Chapter 3 
critically appraises the most widely used of the measures of market con
centration, and considers the extent to which market concentration levels 
are altered by incorporating the effects of international competition. The 
widespread reliance on these measures is questioned from the perspectives 
of the Chicago and Austrian Schools. 

It has traditionally been accepted that advertising and monopoly reduce 
economic welfare. Chapters 4 and 5 reconsider this viewpoint and argue 
that it is crucially dependent on the theoretical approach adopted. In 
particular, Austrian theory can present both phenomena as welfare en
hancing- advertising performing a worthwhile role by reducing transaction 
costs, whilst monopoly may be simply the result of beneficial product or 
process innovation. 

Chapter 6 concentrates on the role and effects of innovation. Because of 
the element of uncertainty, innovation is difficult to incorporate within a 
neoclassical framework. In contrast, analysis of change under conditions of 
uncertainty is central to Austrian economics and the chapter discusses their 
important contributions in this area. 

The book then moves to a more explicit consideration of policy. Chapter 7 
considers the theoretical case for industry policy, and shows that it is 
critically dependent on the recognition of transaction costs. Chapter 8 
considers the types of industry policy adopted in the UK, USA and 
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European Community (EC) in the areas of competition policy, regional 
development, innovation and trade. In identifying and evaluating the 
various stances on industry policy, these chapters draw on the theoretical 
work of earlier chapters. The contributions of the Public Choice Theorists 
are also included here. 

Chapters 9 and 10 focus on issues that are particularly topical in the 
1980s. Traditional arguments for state control of certain sectors of industry 
are re-examined in Chapter 9 in the light of mainstream and other theor
etical developments. The economic rationale for the reduction of state 
control (privatisation) is considered in detail. Chapter 10 confronts the 
issue of deindustrialisation. This subject has typically been analysed at a 
macroeconomic level and largely ignoring developments in the service 
sector, but consideration of the decline in the manufacturing base from the 
viewpoint of industrial economics introduces additional insights. This is 
another area where the relevance of neoclassical analysis is questioned and 
where the Austrian view is more illuminating because of its ability to 
incorporate change. 



2 The Structure-Conduct
Performance Paradigm 

Economics, like every other science, started with the investigation of 
'local' relations between two or more economic quantities ... It was 
but slowly that the fact began to dawn upon analysts that there is a 
pervading interdependence between all economic phenomena, that 
they all hang together somehow. J. Schumpeter (1954, p. 242). 

INTRODUCTION 

The structure-conduct-performance (SCP) approach - based exclusively 
upon neoclassical theory - has long been central to the study of industrial 
economics. SCP postulates causal relationships between the structure of a 
market, the conduct of firms in that market and their economic per
formance. It has frequently been used to provide the theoretical justifica
tion for industry policy. A typical area is competition policy. Here SCP has 
provided the rationale for measures intended to modify (or to prevent) the 
development of market structures likely to promote behaviour and per
formance detrimental to the public interest. 

In recent years, the SCP approach has been subject to widespread 
criticism. Some suggest that the relationships between structure, conduct 
and performance are more complex than originally envisaged. It has been 
argued that the technique is too loosely derived from its theoretical 
underpinnings, and this has led to various developments, including at
tempts to link SCP more rigorously (if more narrowly) back to neoclassical 
theory. Others have disputed the relevance of neoclassical microeconomics 
to the study of industry. They consider that the SCP approach gives too 
limited a perspective on the operations of markets, and that it provides a 
poor (and even misleading) basis for policy formulation. 

WHAT IS 'STRUCTURE'? 

'Structure' describes the characteristics and composition of markets and 

7 
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industries in an economy. At its most aggregated level, it relates to the 
relative importance of broadly defined sectors of the economy. Here the 
focus is on the relative sizes of (and trends in) the primary (agriculture and 
the extractive industries), secondary (industrial) and tertiary (service) 
sectors. This is the view of 'structure' adopted in Chapter 10, which 
examines the recent decline in the industrial sectors of many advanced 
economies. 

Secondly, 'structure' can refer to the number and size distribution of 
firms in the economy as a whole. For instance, in the UK data are collected 
on the share of total output provided by the largest 100 firms, while in the 
USA, Fortune magazine provides an annual directory of the largest 500. 
There could be far-reaching political and economic implications if such 
firms become progressively more dominant. The economic consequences 
are the subject of Chapter 5. 

'Structure' also relates to the importance and characteristics of individ
ual markets within the economy. This is the sense of the term within the 
SCP approach. 'Structure' describes the environment within which firms in 
a particular market operate. It can be identified by considering the number 
and size distribution of buyers and sellers (market concentration), the 
extent to which products are differentiated, how easy it is for other firms to 
enter the market, and the extent to which firms are integrated or diver
sified. These are just the principal structural characteristics; McKie (1970, 
p. 9) cites more than twenty factors. 

CONDUCT AND PERFORMANCE 

'Conduct' refers to the behaviour (actions) of the firms in a market; to the 
decisions these firms make and also to the way in which these decisions are 
taken. It thus focuses on how firms set prices, whether independently or in 
collusion with others in the market. How firms decide on their advertising 
and research budgets, and how much expenditure is devoted to these 
activities, are also typical considerations. These factors are often more 
difficult to identify empirically than either structural or performance charac
teristics. 

The economist's ultimate concern is with the performance of firms. The 
essential question is whether or not firms' operations enhance economic 
welfare. The usual consideration is how well firms satisfy consumer re
quirements in the current time period. That is, are they being productively 
efficient, avoiding wasteful use of available factors of production? Also, 
are they being allocatively efficient in producing the 'right' goods and in the 
'right' quantities? Light may be shed on these issues by considering aspects 
of performance such as the relationship between prices and costs, and the 
level of profits earned. 
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In a world where tastes do not change and where consumers and 
producers are perfectly informed, economic welfare would be maximised 
when the Pareto marginal conditions are fulfilled (see, for instance, 
George and Shorey (1978) for an exposition of these criteria). This re
quires that firms set price equal to marginal cost. The neoclassical model of 
perfect competition thus gives a price and output combination that is both 
productively and allocatively efficient. 

Inferior performance is expected in markets that match the models of 
monopoly, oligopoly or monopolistic competition. Although firms may be 
productively efficient, it is unlikely that the level of output will meet the 
requirements of allocative efficiency. This arises because firms in such 
markets possess a degree of market (or monopoly) power- that is, they 
have some discretion in determining the price at which to sell their output. 
Thus, unlike in the model of perfect competition, they are able to raise 
price above the level of marginal cost. The Lerner index (1934) or price
cost margin presents one theoretical measure of market power: 

Lerner index = (Price - Marginal cost) I Price 

A Lerner index of zero would be recorded by a perfectly competitive firm; 
the closer the index is to one, the greater the market power. 

High profits are another sign of market power and poor economic 
performance. Despite data complications, this is relatively easy to mea
sure. But, as with pricing, it is an indicator of current performance, 
yielding few insights into how well firms will perform in satisfying con
sumer wants over time. Although early adherents paid lip-service to 
technological progressiveness as a desirable performance characteristic, 
the essential concern of the SCP approach has been with effects on current 
economic welfare. 

THE SCP APPROACH EXPLAINED 

The SCP approach argues that performance is determined by the conduct 
of firms, which in turn is determined by the structural characteristics of the 
market (Figure 2.1). The linkage between structure, conduct and per
formance then turns on 'matching' the structural characteristics against the 
models of perfect competition, monopoly, monopolistic competition and 
oligopoly. This technique was first formalised by Mason (1939). His 
detailed case study approach was modified by Bain (1951) who sought to 
draw more generalised conclusions from large sample, cross-section stu
dies. 

As an illustration, Table 2.1 contrasts the structures of two different 
markets. Market 1 displays the characteristics expected under perfect 
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L---St-ru_c_t_ur_e _ __,l---41~: __ c_on_d_u_c_t _ __.1-----1,._ Performance 

Figure 2.1 The traditional SCP approach 

TABLE 2.1 Comparison of the structures of two hypothetical markets 

Structural characteristics 

Number of firms 

Number of buyers 
Nature of the product 
Entry barriers 

Market 1 

Many firms each with a 
small market share 

Many 
Homogeneous 
Low 

Market 2 

Four firms with similar 
market shares 

Few 
Differentiated 
Substantial 

competition. From this, deductions can be made about conduct. The large 
number of competitors leaves firms with no choice but to act independently 
in determining price and output levels. Individual firms will be unable to 
influence (and have no reason to depart from) the price determined by the 
market. This suggests that price will tend towards marginal cost and, in the 
long run, firms will earn normal profits. Production is allocatively and 
productively efficient and will enhance current economic welfare. 

The attractiveness of this approach lies in the straightforwardness of the 
chain of reasoning and the relative ease with which structural character
istics can be identified. Furthermore, it gives clear guidance to policy
makers; performance can be improved by actions designed to influence the 
structure of particular markets. However, it is only loosely grounded in 
theory. For instance, in Market 1, analysis of conduct is superfluous. 
Performance can be predicted directly from a consideration of market 
structure because structural conditions yield sufficient information to de
duce how firms must behave. 

Similar considerations apply where markets approximate conditions of 
monopoly. However, bypassing conduct in all situations can lead to mis
leading inferences where markets display the features of oligopoly. This is 
the case with Market 2 (Table 2.1), where the small number of equal-sized 
firms suggests that price, advertising and other aspects of firm behaviour 
are likely to be decided collusively. This would produce a higher price and 
lower level of output compared with the perfectly competitive situation. 
But the structure of the market does not guarantee collusive behaviour. 
The oligopolists may compete for increased market share, with the result 
that price is kept close to the perfectly competitive level, hence producing 
an acceptable level of economic performance. In oligopolistic markets, 



The SCP Paradigm 11 

analysis of conduct is an essential component of the SCP approach. 
Otherwise only limited conclusions can be drawn; certain types of market 
structure are more likely to suggest beneficial or adverse performance. 

RELATIONSHIPS BETWEEN STRUCTURE, CONDUCT AND 
PERFORMANCE 

The traditional premise that market structure is exogenously determined is 
unsound. Performance - and more particularly conduct - affect structure. 
For instance, mergers directly affect the number and size distribution of 
firms in the market, innovation and advertising may be used to raise entry 
barriers, predatory pricing could be a weapon to force competitors out of 
the market. If market structure gives rise to conduct which raises prices 
and enhances profits, then this may attract entry, modifying the structure 
of the market. Furthermore, the various structural elements are unlikely to 
be independent. Market concentration is thus likely to bear some relation
ship to the height of the entry barriers. Recognising these complications, 
Koch modifies the definition of structure: 

the relatively permanent strategic elements of the environment of a 
firm that influence, and are influenced by, the conduct and perform
ance of the firm in the market in which it operates (1980, p. 90). 

Figure 2.2 shows how the SCP approach may be adapted to incorporate 
these more complex linkages, but the essential causality still flows from 
structural criteria. 

Structure 

Figure 2.2 More complex relationship between structure, conduct and 
performance 

MODERN DEVELOPMENTS IN THE SCP APPROACH 

Baumol (1982) casts another light on the relationships between structure, 
conduct and performance. His idea of 'contestable' markets implies that a 
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particular market structure does not necessarily equate with a particular 
type of performance. Markets are 'contestable' where the costs facing new 
entrants are similar to those of firms already in the market and when a firm 
leaving the market is able to salvage its capital costs, minus depreciation 
(hence, there are no sunk costs). Since this implies no barriers to entry or 
exit, monopoly profits cannot exist. The threat of entry forces existing 
firms to minimise their production and distribution costs and, therefore, 
influences the structure of the market. Regardless of the structure that 
emerges, contestability automatically ensures that good performance will 
result. 

Earlier, Demsetz (1973) (Chicago School) came to a similar conclusion. 
In suggesting that high profits may be a sign not of market power but of 
efficiency, he takes a rather wider view of performance. Since, in any 
market, the firm with the lowest costs will tend to increase in size and 
market share over time, there will be pressure on all firms to be efficient 
and a tendency for market concentration to increase. Consequently, Dem
setz argues that market structure will develop into that which enables 
production and distribution to be undertaken at least cost. This result 
could also occur if large firms are more efficient because of organisational 
economies which reduce transaction costs (Williamson, 1975). 

The New Industrial Economists, also working within a traditional 
framework, seek to integrate industrial economics more closely with 
neoclassical theory (for instance, Cowling and Waterson, 1976; Clarke and 
Davies, 1982). In so doing, they have moved away from the emphasis on 
structure, arguing that conduct is the key element, interacting both with 
structure (through the choice of output level) and performance. The 
structural measure of market concentration, though, is accorded a central 
role. Donsimoni et al. note that: 'it is the only piece of information needed 
to proxy performance' (1984, p. 424; Here, and in all later quoted material, 
the emphases are in the original). 

The New Industrial Economists make use of precisely specified neoclassi
cal models, particularly those of oligopoly. They adopt quite a narrow view 
of performance, being primarily concerned with the static consideration of 
the extent to which prices are elevated above costs as encapsulated by the 
Lerner index. These studies are more rigorously grounded in economic 
theory than the traditional SCP approach, but as a result they take a very 
narrow focus. For instance, innovation is often modelled using game 
theory by making the strong assumptions that the number of firms, the 
state of consumer tastes, and - more significantly- the profits to be gained 
from successful innovation are all known. The ability of the New Industrial 
Economics to yield insights into many real world problems is thus often 
limited by the restrictive nature of the models. However it does introduce 
an extra element into the policy debate by suggesting that government 
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efforts to improve performance by manipulating structure are misplaced: 
they will fail to produce the requisite (but subtle) changes in conduct. 

DEBATE ON STRUCTURAL CHARACTERISTICS 

Even where it is accepted that structure determines performance in some 
predictable way, the validity of the SCP approach is undermined if there is 
no unanimity over which structural characteristics are important, or how 
the presence of particular characteristics is to be interpreted. These points 
can be illustrated by considering the various views of entry barriers. 
(Market concentration, the structural characteristic most frequently used 
in empirical studies, forms the subject of Chapter 3.) 

The concept of 'entry barriers' was pioneered by Bain (1956). He 
defined a 'barrier to entry' as anything which places potential entrants at a 
competitive disadvantage compared with established firms and which, 
hence, enables established firms to earn abnormal profits over the long 
run. The height of the entry barrier determines the magnitude of profits. 
The higher the barrier, the higher the 'limit-price', which is defined by Bain 
as: 

the extent to which, in the long run, established firms can elevate their 
selling prices above the minimal average costs . . . without inducing 
potential entrants to enter an industry (1968, p. 252). 

Bain identified three main types of barrier: absolute cost, economies of 
scale and product differentiation. Patents, access to superior resources, or 
lower-cost finance are sources of absolute cost advantage. Even where cost 
functions are similar, economies of scale may give the established firm an 
advantage. First, the new entrant may operate at too small a scale to fully 
realise potential cost savings. Secondly, an entrant which is able to operate 
at sufficient scale to realise such economies may find that market output 
increases markedly (assuming established firms maintain their pre-entry 
output levels). This may depress the market price to such a degree that it 
subsequently fails to cover average costs. Clearly the established firms' 
advantage here will depend upon the height of the entry barriers and the 
extent to which they can convince a potential entrant that its extra output 
will have a large effect on price. Bain's third barrier- product differentia
tion - arises from the existing firms having established products which have 
built up consumer goodwill. While new entrants may be capable of pro
ducing functionally identical products at similar cost, they will be at a 
disadvantage because they must either spend more on promotion, or 
reduce their price to gain custom. 
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Bain's work implicitly assumes that those seeking to enter a market will 
typically be new, small firms. In opposition to Bain, Andrews (1964) 
argues that entry is much more likely to come from established multiprod
uct firms (probably already in the same industry) which decide to add an 
extra product to their range by entering a new market. The entry barriers 
facing such firms will be much lower. 

Stigler also suggests that entry barriers will generally be lower than 
proposed by Bain. This follows from his alternative definition of entry 
barriers: 

a cost of producing ... which must be borne by a firm which seeks to 
enter an industry but is not borne by firms already in the industry 
(1968, p. 67). 

This means that product differentiation, for instance, cannot act as a 
barrier because firms already in the market must, themselves, have in
curred the costs of establishing goodwill, although in an earlier time 
period. Similarly, scale economies accruing to an established firm are the 
result of being first in the field. Many of Bain's entry barriers are simply 
'first mover' advantages. 

Other work suggests that established firms may themselves undertake 
measures to raise entry barriers (conduct impinging on structure). A 
potential entrant will try to gauge the likely response of established firms to 
its entry. Threats of action by established firms have to be made credible if 
they are to be effective. Take the case where established firms seek to deter 
entry by threatening to maintain output levels should entry occur. The 
potential entrant will perceive that such a strategy would not actually be 
pursued. Established firms will find that the more profitable option is to 
accommodate the entrant by cutting their production. Dixit (1982) suggests 
that the threat can be made credible if established firms choose capital
intensive production methods (incurring large sunk costs) whose profit
ability depends on high rates of capacity utilisation. Likewise Spence 
(1977) argues that credibility can be enhanced by building excess capacity. 
First, this may generate less favourable expectations of profitable entry. 
Secondly, it may strengthen the established firms' ability to engage in a 
price war. 

TESTS OF SCP 

The SCP approach has spawned a wide variety of empirical work. The 
principal tests have sought to relate profits to: 

1. market concentration (Bain, 1951) 
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2. market concentration plus entry barriers (Bain, 1956, 1968; Mann, 
1966; Qualls, 1974) 

3. differences in relative or absolute firm size causing differences in ef
ficiency or in the rate of innovation (Demsetz, 1973, 1974b; Peltzman, 
1977) 

4. differential growth rates which imply that markets are in disequilibrium 
(Brazen, 1970, 1971) 

5. the level of advertising relative to sales (advertising intensity) (Bloch, 
1974; Comanor and Wilson, 1974; Schmalensee, 1972). 

Empirical work on relationship 5 is considered in Chapter 4; relationships 
1-4 are considered in Chapter 5. Many of the tests using regression analysis 
purport to show significant results (see, for instance, Weiss, 1974 for a 
summary of tests on the first hypothesis). However there is a problem as to 
their interpretation: a significant relationship says nothing about the direc
tion of causation. A strong positive relationship between profits and, say, 
advertising intensity may be evidence of market power, the causation 
running from structure to performance. Equally it could be consistent with 
an argument that higher profits result in a larger advertising budget 
(Chapter 4). 

In addition, doubt has recently been cast on the validity of the empirical 
tests undertaken. Donsimoni et al. (1984) suggest that exercises seeking to 
relate profits to several structural variables are certain to yield some 
correlation. On the other hand, tests that focus on particular aspects of 
market structure may yield results that are not robust. Minor changes to 
the specification of the other characteristics of the model may produce 
quite contrary results because the researcher has failed to specify carefully 
the rest of the model. In checking for sensitivity in the specification of the 
model, Bothwell et al. (1984) charge that only the relative firm size and 
advertising hypotheses could be supported. Likewise, Koch (1974) notes 
that a strong relationship between concentration and price-cost margins 
may even disappear when other structural variables are introduced. 

CHANGES IN MARKET STRUCTURE 

Many empirical studies use cross-section data. In many cases these may be 
too broadly based, and the Mason case study type of analysis may be 
preferable. Moreover, cross-section studies are appropriate only if the 
structure of the market is stable. Otherwise, some firms will be in disequi
librium, and it will be difficult to trace the causal linkages between 
structure, conduct and performance. 

In practice such stability is unlikely. Barriers to entry and the extent of 
product differentiation will alter over time. Likewise, the number and size 
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distribution of firms in a market will also change. Of the largest 100 firms in 
the UK in 1968, 36 had not been in the top 100 ten years earlier, and 52 had 
not been in the top 100 in 1948 (Whittington, 1972). Likewise, for the 
USA, Caves (1980) notes that of the 50 largest companies in 1972, only half 
had been in that group in 1947, and five had not even been in the largest 
200. Such changes can be brought about by mergers and differential rates 
of firm growth caused by different responses to technological developments 
and to changes in the pattern of demand. In addition, there may be a 
purely stochastic explanation for changes in relative firm sizes. If a fixed 
number of firms were to face the same probability distribution of growth 
rates (which are independent of past growth rates) then Gibrat's law (1931) 
will apply. This states that even where all firms are initially identical in size, 
chance application of randomly selected growth rates will eventually 
produce a size distribution that is log normal. In other words, markets will 
become progressively dominated by fewer firms. 

THE NEOCLASSICAL BASIS 

Further limitations of the SCP approach relate specifically to its neoclassi
cal foundations. In the models of perfect competition, monopolistic com
petition, oligopoly (with some exceptions) and monopoly, firms' objectives 
are usually to maximise profits subject to cost and revenue constraints. 
These models are static. They show the equilibrium properties of markets, 
but fail to show the paths by which new equilibria are reached. This focus 
stems automatically from the assumptions that producers and consumers 
are perfectly informed (of both current and future states of the world) and 
that tastes are constant. In such a framework, there can be no uncertainty, 
and, implicitly, no transaction costs. As Stigler notes: 

If the entrepreneurs in a competitive industry correctly anticipated all 
relevant future events and if they were fully able to adjust their plans, 
no disequilibrium could arise: the markets would be in full equilibrium 
at every moment of time (1963, p. 64). 

These key assumptions seriously limit the applicability of these models to 
real world problems. 

Furthermore, in focusing on these different models, the SCP approach 
implicitly incorporates the neoclassical view that competition implies a 
certain market structure. This generally leads to the recommendation that 
good performance can be encouraged by industry policy which favours the 
perfectly competitive ideal. This view blinkers the economist because of its 
narrow concept of 'good' performance. How well an economy satisfies 
current consumer wants is important, but so too is future economic 
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welfare. People generally wish to enjoy a stream of satisfaction over time. 
The achievement of this objective may well require policy recommenda
tions at variance with those designed to maximise satisfaction in any 
particular time period. 

Attention can be drawn to these aspects by taking a wider view of 
competition. The term can also describe rivalrous behaviour, but more 
significantly it can describe the process by which efficient firms grow and 
prosper. Early economists were well aware both of this concept of competi
tion and of the wider view of performance. For instance, Blaug notes about 
Adam Smith: 

It is true to say, however, that his [Smith's] own faith in the benefits of 
'the invisible hand' rested very little upon static considerations of 
allocative efficiency. A decentralised price system was held to be 
desirable because of its dynamic effects in widening the scope of the 
market and extending the advantages of the division of labour - in 
short, because it was a powerful engine for promoting the accumula
tion of capital and the growth of income (1968, p. 62). 

Similarly Marshall's insight into competition was much clearer than many 
of his successors': 

it is especially needful to remember that economic problems are 
imperfectly presented when they are treated as problems of statical 
equilibrium, and not of organic growth. For though the statical treat
ment alone can give us definiteness and precision of thought, and is 
therefore a necessary introduction to a more philosophic treatment of 
society as an organism, it is yet only an introduction (1920, p. 382). 

More recently this view of competition has been propounded by Clark and 
Andrews and by the Austrian school but (as yet) without seriously 
threatening the central status accorded to the neoclassical view of competi
tion as a market structure. 

THE CONTRIBUTIONS OF CLARK AND ANDREWS 

Clark (1940) realised the limitations of the perfect competition model and 
the dangers of using it as a yardstick for judging markets. He argued that 
economic welfare would generally be enhanced by markets whose struc
ture departs from the perfectly competitive reference, because they were 
likely to generate a superior level of performance over time. Inferior 
current want satisfaction (because of the presence of allocative inef
ficiency) is tolerable if the current reduction in welfare can be more than 
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TABLE 2.2 The characteristics of workable competition 

Structure 

1. An appreciable number of firms with no single firm dominant 
2. Moderate quality differentials that are sensitive to price changes 
3. No artificial barriers to entry or exit, including the absence of legal 

restrictions 
4. Reasonable information flows 

Conduct 

1. No collusion, but rivalry between firms 
2. No unfair, exclusionary, or predatory behaviour 
3. No misleading promotional activity 

Performance 

1. Productive and allocative efficiency 
2. Promotion expenses kept to reasonable levels 
3. Profits should be sufficient to reward investment and encourage innovation 
4. Responsive to possibilities for improving products and processes 

compensated for by future gains. Recognising this, Clark introduced the 
concept of 'workable competition', by which he meant the conditions 
necessary for competition as a process to exist. Various authors have 
suggested characteristics required to ensure that dynamic or workable 
competition can take place. These have been summarised by Sosnick 
(1958) and the most important are shown in Table 2.2. 

Clark attempted to work within the framework of conventional analysis, 
modifying it to reflect his broader view of competition. Perhaps he would 
have been more successful if he had rejected the conventional wisdom. His 
modifications are so extensive that the criteria required for a desirable 
market structure are unworkable. In a world of uncertainty the form of 
market structure which would maximise welfare over time is unknown. It is 
impossible to say of any existing market structure what is 'excessive', or 
what counts as 'unfair'. Consequently, workable competition has been 
abandoned. Clark's critique, whilst valid in many respects, was not suf
ficiently substantial to cause economists to question the validity of the 
neoclassical models. 

Andrews's critique of neoclassical theory was more substantial, but still 
made little impression. He believed that the traditional view hampered the 
development of industrial economics and suggested that: 

A theory of industrial structure must, indeed, get entangled with the 
flux and stresses of the real world which orthodox constructions of 
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static marginalist equilibrium theories have kept outside their analysis 
(1964, p. 84). 

By limiting economists' perceptions of the world, the traditional approach 
results in failure to recognise the forms of competition actually present. 
Andrews regarded competition as a process, coining the term 'open 
competition' to describe an industry open to entry of new competition. 
Because of this different interpretation of competition and his view that 
entry barriers would generally be low, Andrews concluded that competi
tion would be widespread: 

Once recognised, instead of such markets ... being analytically dif
ferentiated into little monopolies in the orthodox fashion, we are 
forced to regard each as subject to strong competition (1964, p. 78). 

THE AUSTRIAN CRITIQUE 

Andrews's view has similarities with that of Austrian theorists. This school 
of thought dates from the marginal revolution of the 1870s when attention 
shifted from concern with factors leading to economic growth and develop
ment to the use of marginal concepts and to maximisation within a static 
framework. The simultaneous originators of this shift were Jevons, Walras 
and Menger. Ironically, whilst these developments were the start of 
neoclassical economics, Karl Menger (1840--1921) was the first member of 
the Austrian school, which now presents a comprehensive critique of this 
'traditional' approach. 

The Austrian approach differs from neoclassical mainstream thought in 
three crucial respects. First, Austrians reject the assumption that economic 
agents possess perfect knowledge of all aspects relevant to their decisions, 
preferring to assume knowledge to be only partial. For instance, con
sumers are aware of their own tastes but may be unaware of all the 
consumption possibilities available. Producers may know the costs asso
ciated with current processes, but may be unaware of the costs of alterna
tive production techniques. Likewise they probably have only a hazy 
impression of the true nature of demand for their product. 

Secondly, Austrians reject the neoclassical concern with the state of 
equilibrium and its properties. Although the economy may be expected to 
move in the direction of equilibrium this state may never actually be 
attained. Rather the economy is likely to be continuously in flux, so that 
analysis of equilibrium is misplaced effort. 

Thirdly, the Austrians reject the neoclassical view of competition. 
Where knowledge is perfect, competition as a process or an activity cannot 
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exist. Hence it is impossible to explain the mechanisms by which economic 
advance is attained. To Austrians, the major issue is the competitive 
process, the forces that move the economy towards equilibrium. They are 
interested in the ways by which economies evolve through time and how 
decisions are made in conditions of uncertainty and limited information. 
As Littlechild notes: 

Austrian economics, by contrast, sees the [economic] problem as 
including the discovery of those preferences, techniques and resource 
availabilities ... [and] sees the economy as involved in a continual 
process of discovery, co-ordination and change (1986, p. 12). 

The process of exchange is central to Austrian economics (they frequently 
use the term 'catallactics', which means the 'science of exchanges'). This 
focuses attention on markets where the entrepreneur, or 'acting man', is 
the key factor. (Consumers, as well as producers, are regarded as 'acting 
men' in the sense that they respond to and seek out changes in the market: 
price changes, product changes, new employment prospects for the factors 
of production they command, and new sources of information.) The 
actions of entrepreneurs, spurred by the pursuit of self-interest, drive the 
competitive process. Entrepreneurs have to make choices on the basis of 
their own limited information and according to their perception of current 
(and future) states of the world. Once made, these choices change prices 
and quantities sold, even if only imperceptibly. These changes will then be 
incorporated as new information, so every choice affects the actions of 
other entrepreneurs. Entrepreneurs' responses to conditions in the market 
move the economy towards equilibrium. Thus even where information is 
incomplete, the market mechanism still works, serving to co-ordinate 
decisions, to make the best use of available information, and to enhance 
economic welfare. 

Entrepreneurs can make mistakes in the Austrian world. If their percep
tions are faulty, they may make choices that leave them worse off than they 
intended. As 'acting men', however, they learn from mistakes as much as 
they learn from success. New information will be assimilated, altering 
entrepreneurs' perception of the world and influencing subsequent de
cisions. 

Hayek (1945) used the analogy of a pebble hitting the surface of a pond. 
Initially only a tiny area is disturbed, but eventually the ripples spread 
across the whole surface. So it is with markets; the reasons for a change in 
one market may be known only to a handful of people, but the market 
responds. Via changes in relative prices, this leads to repercussions 
throughout the economy. 
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AN EXAMPLE OF THE AUSTRIAN APPROACH 

An example will illustrate the Austrian approach and show how limited 
information is mobilised. A producer sees a new opportunity for making a 
profit. This involves transforming oranges into orange juice, a new- and, 
he believes, more highly valued- product. To act on this belief, he must 
purchase factor inputs and determine methods of production, promotion 
and distribution. These decisions must be made despite his limited infor
mation. Markets enable him to economise on information. For instance, if 
oranges from Brazil are cheaper than those of similar quality from Spain, 
this information (the price of oranges) is sufficient for the entrepreneur to 
decide to use Brazilian oranges. It is immaterial why Brazilian oranges are 
cheaper. 

As a pioneer, entrepreneurial decisions are unlikely to be 'optimal' (if 
viewed with the benefit of perfect knowledge) since knowledge of produc
tion, promotion and distribution will be very limited. However, correctly 
identifying an unexploited opportunity (oranges) and transforming it into a 
more highly valued product (orange juice) will be rewarded by abnormal 
(entrepreneurial) profit. 

His actions will be observed, to a greater or lesser extent, by others. As 
Mises notes: 

The market that catallactics deals with is filled with people who are to 
different degrees aware of changes in data and who, even if they have 
the same information, appraise it differently (1949, p. 325). 

Some will be aware of the new product, others of the promotional activity 
or perhaps of the increased price of the factors of production being used to 
make orange juice. This will cause other entrepreneurs to change their 
perception of the world. A few may see the prospect of profit for them
selves in the production of orange juice. Imitators will face fewer problems 
in setting up, since the pioneer's activities present them with better 
information on production methods, promotion and distribution networks. 
The activities of the pioneer thus generate further entrepreneurial action. 
High profits will be a temporary phenomenon as others decide to enter the 
market. Increased demand for inputs drives up the costs of orange juice 
production. At the same time, the price of orange juice falls as entrants 
undercut the pioneer to gain sales. Eventually the workings of competition 
as a process eliminate entrepreneurial profits. The greater the pioneer's 
initial success, the more rapidly his profits (and those of subsequent 
imitators) will be eroded. 

Entrepreneurial profits exist in the first place because the pioneer 
identifies an unsatisfied demand. When others see this opportunity, profits 
are eliminated by the operation of the competitive process. Economic 
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welfare is enhanced because inputs are transformed into outputs that are 
more highly valued than those they were previously producing. Such 
opportunities may arise from the development of new products to meet 
existing tastes more fully, as a result of a change in tastes, or from 
developing new techniques that reduce the costs of existing products. But 
the essence of the competitive process is entrepreneurial action working 
through the market mechanism to transfer resources to superior uses. 

In the neoclassical world where knowledge is perfect there would be no 
need for entrepreneurial activity, and no competitive process. A change in 
tastes creating the demand for a new product would instantaneously attract 
new producers because everyone would be immediately aware of the new, 
higher valued use. Simultaneously there will be an increase in factor prices. 
Combining these two effects, there would be no opportunity for entrepre
neurial profit. The Austrians' rejection of perfect knowledge adds more 
realism by focusing attention on the ability of a market economy to operate 
when individuals have only partial information and on the dynamic proces
ses by which it moves towards equilibrium. 

CONCLUSION 

The SCP approach involves the logical application of neoclassical models 
to draw deductions about the performance of markets. It has the merit of 
being derived from a well-established body of positive economics and suits 
economists' preferences for dealing with the objective rather than the 
subjective. 

Despite its attractiveness, and widespread use, the SCP approach can be 
criticised on several counts. The most fundamental relates to its reliance on 
neoclassical theory. Since it can be argued that equilibrium states and 
perfect information are never found in practice, analysing markets as 
though these restrictive conditions apply is misleading. This is an important 
consideration if policy recommendations are to be derived. 

This does not imply that the SCP approach is without value. Some 
markets will be sufficiently stable for the SCP approach to generate useful 
results. The slower the pace of technology, the more constant are people's 
tastes, and the more mature the market, the more likely it is that the SCP 
approach will not be misleading. It is therefore more suitable, for example, 
for analysing the car market at the end of the twentieth century than at the 
beginning. Despite this, greater insights would seem to come from a 
rejection of this approach. The Austrian view with its wider concept of 
competition generally yields conclusions and policy prescriptions that are 
better suited to the uncertain and changing environment within which most 
firms operate. 



3 Market Concentration 

Many economic sins have been laid at the doorstep of market concen
tration. J. V. Koch (1980, p. 209). 

INTRODUCTION 

To provide a basis for policy decisions, the structure-conduct-performance 
(SCP) approach requires a means of identifying different market struc
tures. Traditionally, a central role has been accorded to measures of 
market concentration which focus on the number and size distribution of 
firms within a market. 

Economists' fascination with this concept seems misplaced. There are 
ambiguities in the interpretation of market concentration measures, practi
cal problems in their construction, and significant theoretical deficiencies. 
At best, market concentration provides a limited guide to the structure of a 
market. Given the widespread use of these measures, it is important that 
these limitations are recognised and minimised- for instance, by adjusting 
measures for the impact of international trade. But the argument can be 
taken further. If the Austrian view of competition as a process is accepted, 
then concentration measures become redundant. 

MARKET CONCENTRATION AND MARKET STRUCTURE 

The structure of a market can be described by considering (either jointly or 
separately) the number of firms, the extent of product differentiation, 
entry conditions, and the degree of integration. The most frequently used 
measure is market concentration. It shows the extent to which production 
of a particular good or service is confined to a few large firms. The fewer 
the number of firms and/or the more disparate their sizes, the more 
concentrated (and less competitive) the market. 

The attraction of this measure is easily understood. Differences in 
the number and size distribution of firms are key factors distinguishing 
the theoretical models of perfect competition, oligopoly, monopoly and 
monopolistic competition. Market concentration is easily estimated since 
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published data on the number and size distribution of firms are generally 
available. For other structural variables, published information is rare, and 
the selection of quantifiable proxies may require subjective judgement. 

In addition, market concentration is theoretically attractive. Interest is 
not with the structure of a market per se, but with the deductions that can 
be made about performance. Concentration can shed light on the degree of 
market power. The extent to which a firm has market power may be 
revealed by the margin between price and marginal cost. Hannah and Kay 
(1977) show that under certain conditions, price-cost margins are posi
tively related to the Hirschman-Herfindahl index of market concentration. 
Likewise, Stigler (1964) shows that the higher the Hirschman-Herfindahl 
index the greater are the opportunities for operating a cartel effectively, 
because members will find it easier to detect secret price cutting. Such 
relationships frequently form the basis of analysis for the New Industrial 
Economists. 

ALTERNATIVE MEASURES OF MARKET CONCENTRATION 

Information on the structural characteristics of a market may be obtained 
from a concentration curve. Firms are ranked in size order from the largest 
to the smallest and then plotted against their cumulative output. Thus for 
market A (Figure 3.1) the concentration curve shows that the largest firm 
supplies around 60 per cent of the market and the largest three firms 
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Number of firms ranked from largest to smallest 

Figure 3.1 Comparison of concentration curves 
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around 90 per cent of the market. Market B contains a larger number of 
firms and is less concentrated. Compared with B, C has more firms but is 
more concentrated up to the four-firm level. 

Measures of market concentration seek to transform the information on 
the number and size distribution of firms presented by the concentration 
curve into a single value. They vary in sophistication. Some are absolute 
measures which combine the number of firms present and their size 
disparities. With one exception (the concentration ratio, which is discrete, 
considering a specific number of firms) these consider all the firms in a 
market, that is they are summary measures. Relative concentration mea
sures, on the other hand, focus on the disparities in the sizes of firms 
operating in a particular market, and effectively ignore differences in the 
number of firms present. Here it is argued that the more unequal the size 
distribution of firms, the more concentrated and less competitive the 
market. 

There are four main absolute measures: 

Concentration ratio 

The cumulative market share of the largest X firms are ranked in descend
ing order of size: 

X 

CRx = ~ S; 
i=l 

where: CRx = the X firm concentration ratio 
S; = the percentage market share of the ith firm 

In practice, X is usually taken to be 3, 4 or 5 although in the USA 
concentration ratios are also published for X=B, X=20 and X=50. A value 
close to zero would indicate that the largest X firms supply but a small 
share of the market; 100 per cent would indicate a single supplier. 

The concentration ratio is popular because of its limited data require
ments. Information on sizes of market and shares of the largest X firms is 
frequently published; so too are ready-estimated concentration ratios (see, 
for instance, United States Department of Commerce, Bureau of the 
Census, 1977). 

Hirschman-Herfindahl index (HHI) (Hirschman, 1964) 

This is calculated by summing the squares of the market shares (output of 
the firm divided by total output) of all firms in the market: 

n 

HHI= IS? 
i=l 
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where: S; = the market share of the ith firm, measured as the output of the 
ith firm divided by total output 

This index will be close to zero when there are a large number of equal
sized firms; and one under monopoly. The Hirschman-Herfindahl index is 
often expressed as a 'number equivalent' measure of concentration. Say 
the HHI gives a value of 0.2. Taking the reciprocal shows that this value 
would obtain if the market were made up of five equal-sized firms. 

In the USA, the Department of Justice squares the percentage share of 
the market in deriving indices for its merger guidelines (see Chapter 8). 

Hannah and Kay index (Hannah and Kay, 1977) 

This is similar to the Hirschman-Herfindahl index (in fact, the HHI can be 
regarded as a special case of the Hannah and Kay index). Market shares 
are raised to the power a, the choice of which is left to the investigator. 
Hannah and Kay suggest that a in the range 0.6-2.5 gives the most sensible 
results. The measure is typically calculated in a form that presents the 
answer as a number equivalent measure directly: 

_ a 11(1-a) 
( n ) 

HK(number equivalent) - ~ S; 
z=l 

Entropy index (Jacquemin and de Jong, 1977) 

Market shares are weighted by the logarithm of the market share: 
n 

E = ~ S;.log(liS;) 
i=l 

A value of zero for the entropy index would indicate one firm only in the 
market. Higher values are harder to understand intuitively. The maximum 
value that can be taken by the entropy index in the case of firms with equal 
market shares would be the log value of the number of firms in the market. 
The advantage of this measure is that it can be decomposed to show how 
different sub-groups contribute to the overall level of concentration. 

There are two main examples of relative concentration measures: 

Variance of the logarithms of firm size (Hart and Prais, 1956) 

V = k-~1(logS;)2-~(~1 logs;)2 

As with the entropy index, this can be decomposed, and its value would be 
zero if all firms were identical in size. 
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Curnul;~livc percentage of firms (from the smallest) 

Figure 3.2 Derivation of the Gini coefficient from the Lorenz curve 

Gini coefficient 

Figure 3.2 shows a Lorenz Curve for industry D . Here the firms are ranked 
by size and cumulated from smallest to largest as a percentage of the 
number of firms in the market. This is plotted against the cumulative 
percentage of output. The greater the deviation of this curve from the 
diagonal line, the greater the inequality in firm sizes. The Gini coefficient 
summarises this information into a single measure. Referring to Figure 3.2, 
it is the shaded area OAC divided by the triangle OAB. The Gini coef
ficient can vary between zero, when all firms are of equal size (and hence 
when the Lorenz curve is the same as the line of absolute equality, OA, in 
Figure 3.2) and one, when a single firm produces the total market output. 

THEORETICAL CONSIDERATIONS 

According to neoclassical theory, the greater the number of firms and the 
more uniform they are in size, the greater the degree of competition likely 
to be present. Any measure of concentration should seek to capture these 
two elements - the number of firms and their size distribution. On these 
grounds, the relative concentration measures are less satisfactory because 
they take no account of the number of firms. Consider the variance of 
logarithms. The main assumption is that the greater the similarity in firm 
size, the greater the competition. The drawback is that whenever all firms 
are the same size the summary measure will always take the value of zero. 
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Theoretically economic performance would be expected to differ if there 
were two, as opposed to 200, equal-sized firms in the market. This problem 
is avoided with measures such as the entropy index, where the maximum 
value depends on the number of firms in the market. The higher the 
numerical value of the index, the greater the expected level of competition. 

The commonly used concentration ratio is also flawed because it takes 
only partial account of these two elements. It neglects all except the largest 
X firms. Consequently two markets with identical shares held by the largest 
X firms will have identical concentration ratios, even though one market 
contains more firms in total and is likely to be more competitive. It also 
ignores the relative size variation across the X largest firms. As a result, the 
same concentration ratio could describe a market where there are X 
similarly-sized firms or a situation close to monopoly where one firm 
dominates. 

The Hirschman-Herfindahl index (HHI) is theoretically elegant. It 
includes all firms, and squaring their respective market shares gives greater 
weight to large firms. For these reasons (and its relative ease of calcula
tion), the HHI is extensively used. But there is still ambiguity over its 
interpretation. The number equivalent measures do not correspond to a 
unique size distribution of firms. It is simply the value that would obtain if 
the market were comprised of that number of equal-sized firms. In practice 
many different size distributions (and hence markets with very differing 
levels of competitiveness) could give that value for the HHI. This defect 
also mars the Hannah and Kay measure. Furthermore, although this 
reformulation of the HHI identifies the arbitrary nature of raising firm size 
to the power two, it gives little theoretical guidance in the choice of the 
power. 

There are many alternative bases upon which to identify size differences 
between firms. These include sales, number of employees, capital em
ployed and value added. These are all readily available but suffer from a 
number of drawbacks. Taking sales revenue, firms involved in retail 
distribution and those involved in assembly operations will appear larger 
than firms at an earlier stage of production, or those which are more 
vertically integrated. Using either labour or capital employed introduces a 
bias if there is a systematic positive relationship between size of firm and 
capital intensity. Thus if small firms are more labour-intensive, employ
ment measures will overstate their relative importance. A further disad
vantage of capital employed is the variety of accounting conventions firms 
can use to value their assets. For these reasons, value added - which is 
measured by subtracting the cost of inputs from sales revenue - may give 
more satisfactory results. 
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HANNAH AND KAY AXIOMS 

Hannah and Kay (1977, pp. 52-5) suggest a number of other generally 
desirable features of a concentration measure. Of their seven axioms, the 
first four are the most important. These are: 

1. the concentration curve ranking criterion 
2. the sales transfer principle 
3. the entry condition 
4. the merger condition. 

Referring back to Figure 3.1, concentration measures should rank market 
A as more concentrated than market B, whose concentration curve is 
always lower. This is satisfied by all the measures except the variance of 
logarithms, which misbehaves in particular cases. Where concentration 
curves intersect (as with markets B and C) then the ranking of the two 
markets will vary between measures depending on the weightings given to 
different parts of the concentration curve. For instance, taking a three-firm 
concentration ratio will show C to be more concentrated, the five-firm 
concentration ratio will show the reverse. In contrast, by giving greater 
weight to the large firms, the HHI and Hannah and Kay index will 
generally show C to be more concentrated than B. 

The sales transfer principle argues that if customers switch from smaller 
to larger firms then concentration should increase, and vice-versa. The 
concentration ratio will meet this requirement only if the transfer is 
between the largest X firms and those outside this grouping. If the transfer 
is within the largest X firms, or within the group of smaller firms, then the 
value of the concentration ratio will be unchanged. 

The entry of new firms, below the average size of existing firms, should 
reduce concentration (assuming the relative market shares of existing firms 
remain unaltered). The concentration ratio is the measure most likely to 
violate this axiom, although the Gini and variance of logarithms measures 
may also fail on this criterion. In the case of the concentration ratio the 
problem is that the share of the largest X firms is unlikely to be affected by 
the entry of small firms. 

Hannah and Kay argue that mergers should be reflected by an increase 
in concentration. Again the concentration ratio, Gini and variance of 
logarithms measures do not always satisfy this axiom. If the merged firms 
are outside the largest X then the concentration ratio will be unaltered. 
However, mergers between firms within the largest X, or between a firm in 
the largest X and one outside this group, will give a higher value for the 
concentration ratio. The entropy index may also fail to conform to this 
criterion. 

These axioms have won the support of a large number of economists, 
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despite some qualifications over the merger condition. (Whereas Hannah 
and Kay postulate that mergers should increase concentration, implying 
reduced competition, some argue that it is theoretically possible for merg
ers between firms of an intermediate size to lead to increased rivalry.) 
Only the HHI and Hannah and Kay index satisfy all these axioms. At the 
other end of the spectrum, the variance of logarithms performs particularly 
badly on these criteria. 

FURTHER COMPARISONS OF MARKET CONCENTRATION 
MEASURES 

The strengths and weaknesses of the various concentration measures can 
be illustrated by considering their performance in various hypothetical 
situations. The characteristics of the seven markets in Table 3.1 have been 
carefully chosen to detect sensitivity to changes in the number of firms in 
the market or in size inequality, and to the effects of mergers. 

Markets A, B and C contain firms of equal size but differ in the numbers 
of firms. A priori, the level of competition in market C would be expected 
to be greater than B, which in turn would be expected to be more 
competitive than A. Most measures suggest this is the case. The exceptions 
are the Gini coefficient and the variance of logarithms which give the value 

TABLE 3.1 Comparison of summary measures of market concentration 

Market A B c D E F G 

Firm 
1 33.3 20 10 33.3 40 40 38 
2 33.3 20 10 33.3 30 30 28 
3 33.3 20 10 31.4 25 15 13 
4 20 10 1.0 5 10 10 
5 20 10 1.0 5 5 
Other firms ( +5x10) - ( +6x1) 

Concentration ratio 
3-firm level ( CR3) 100 60 30 98.0 95 85 79 
4-firm level (CR4) 100 80 40 99.0 100 95 89 

Hirschman-Herfindahl 0.33 0.20 0.10 0.321 0.315 0.285 0.253 
Hannah and Kay, 

a=2 3 5 10 3.16 3.18 3.51 3.95 
Entropy 1.10 1.61 2.30 1.19 1.22 1.39 1.65 
Variance of logarithms 0 0 0 2.92 0.654 0.562 2.03 
Gini coefficient 0 0 0 0.420 0.275 0.360 0.638 

Note: Natural logarithms were used to calculate the entropy and variance of logarithms 
measures. 
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zero in all three markets. This points up a major defect of the relative 
concentration measures, that in focusing on the size inequality between 
firms, they fail to take account of the number of equal-sized firms. 

Markets A and Dare very similar. The difference is that instead of three 
equal-sized firms, there are an extra two firms in market D each with a 1 
per cent share of the market taken from the third largest firm. Theoreti
cally the effect of this change on the competitiveness of the market would 
be expected to be negligible. This is shown by the absolute concentration 
measures. However, the relative measures indicate substantial changes in 
the market and, in fact, a reduction in competition. This is because the 
addition of the two tiny firms has introduced a large degree of inequality. 
These measures are therefore highly sensitive to how a market is defined 
and to the availability of good statistics. This is an important drawback 
because data on small firms are often difficult to collect, or unobtainable. 
Omission of small firms does not however seriously affect those summary 
measures of concentration where firms are weighted on the basis of their 
market share. 

Markets E, F and G contain a wider range of firm sizes and differ 
principally in the number of firms. Theoretically, market G would be 
expected to be the most competitive, followed by F and then E. This is 
suggested by the absolute measures, but the relative measures again yield 
perverse results. For instance, market G differs from market F principally 
in the addition of six firms, each with 1 per cent of the market. But this has 
a marked effect on the values of the Gini coefficient and the variance of 
logarithms, which both suggest that market G is less competitive. 

This illustration has demonstrated that the relative measures of market 
concentration have severe limitations, performing satisfactorily only where 
the number of firms remains constant. It has also indicated several de
ficiencies in the widely-used concentration ratio. In fact it is the entropy, 
HHI and Hannah and Kay indices that conform most consistently with 
prior expectations. However this discussion can be taken only so far. As 
Donsimoni et al. note: 

In short, there is no such thing as an 'optimal' index of concentration, 
both because different industries behave differently as well as because 
no obvious widely accepted normative judgements exist to guarantee 
its optimality (1984, p. 428). 

The most suitable index for any empirical investigation will thus be the one 
that best relates to the particular aspect of firm behaviour under investiga
tion. 
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MARKETS AND INDUSTRIES 

The distinction between 'market' and 'industry' is important for economic 
analysis. Markets group together firms producing products which are close 
substitutes from the buyers' point of view (product demand side). Cross
elasticity of demand would be expected to be high between products within 
the market and low against the products of other markets. In contrast, the 
term 'industry' is best used to group together products which are close 
substitutes from the suppliers' viewpoint (product supply side). For pur
poses of analysing the price and output levels of a particular product, the 
market will be the more relevant concept. But when considering new entry 
into a market, this is most likely to come from firms which are closely 
related on the production side (the industry). These are the firms who are 
most likely to identify abnormal profits, and against whom barriers to entry 
are likely to be low. For instance, Jones and Cockerill (1984) note that in 
the period 1950-66 there was considerable entry into pharmaceuticals, 
mainly from other parts of the chemical industry, such as organic chemi
cals, dyestuffs and cosmetics. 

An example will illustrate the distinction between market and industry. 
Separate markets exist for medium-sized family saloon cars, sports cars 
and luxury saloons. To buyers, a Mini is not in the same market as a 
Porsche and a low cross-elasticity would be expected. But all car types plus 
buses, coaches and trucks may be grouped into the same industry because 
such products are fairly close substitutes in production, using similar 
processes, similar raw materials and requiring similar employee skills. If 
firms producing trucks thought bus production profitable, they could easily 
extend their product range. 

An industry, therefore, can be defined as comprising firms which have 
the ability to produce, relatively rapidly, the products of any of the other 
firms in the group. These are usually (but not always) broader groupings 
than markets. One exception is the energy market which covers firms in the 
coal, electricity supply, gas and oil industries. 

This difference between markets and industries creates problems for 
empirical research because the principal data sources are government 
statistics compiled on an industry basis. The problems can be readily 
illustrated by considering the Standard Industrial Classification 1980 (SIC 
80) used in the UK (Central Statistical Office, 1979). This classification is 
very similar to that adopted elsewhere, notably by the United Nations 
(1968), the European Community (Commission of the European Com
munities, 1970b) and the USA (United States Office of Management and 
Budget, 1977). SIC 80 breaks the economy into ten broad divisions which 
are then usually subdivided into class (two-digit), group (three-digit) and 
activity (four-digit). Thus Division 3 is Metal Goods, Engineering and 
Vehicle Industries; Class 35 relates to the manufacture of motor vehicles 
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and their components; Group 352 covers firms manufacturing motor 
vehicle bodies, trailers and caravans and Activity 3520 relates simply to 
motor vehicle bodies. In total there are ten divisions, 60 classes, 222 groups 
and 384 activities. 

The way in which firms are categorised pays little heed to the econom
ist's theoretical idea of the market, being firmly grounded in supply-based 
considerations. The Central Statistical Office states that relevant factors in 
classifying industries: 

include the nature of the process or of the work done, the principal 
raw material used, the type or intended use of the goods processed or 
handled, and the type of service rendered (1979, p. 2). 

In general, the more disaggregated the data, the closer the industry 
definition approximates to that of the market. Recognising this, most 
economists have chosen to work with data at the three- or four-digit levels. 
For instance, Utton and Morgan argue that they: 

have chosen to work at the more narrowly defined product level ... it 
has the great advantage in most instances of coming much closer to the 
concept of a market and thus is more likely to throw light on the issue 
of market power which is of direct relevance to competition policy 
(1983, p. 2). 

However, even at this level the data are generally not sufficiently disaggre
gated to permit this problem to be side-stepped. Groupings at the highest 
level of disaggregation (the activity level) still frequently combine several 
markets. For instance, Minis and Rolls Royces are included within Activity 
3520. Likewise, activity level 3410 covers all insulated electric wires and 
cables. An investigation by the Monopolies and Mergers Commission 
(1979) found that in practice there were at least five separate markets here: 
mains cable, supertension cable, general wiring cable, winding wires and 
strips, telecommunications cable. (Even in the USA, where the 'seven
digit' level of disaggregation splits firms into around 12 000 categories, 
problems of relating industry-based data to markets is encountered.) 

Data are collected for 'establishments', which are then classified accord
ing to their principal activity. In other words, where an industry's products 
span more than one industrial classification, this complication will be 
hidden in the statistics. The establishment will be classified to a particular 
industry, even though this may account for only a small proportion of its 
total output. This creates a further point of divergence from the concept of 
the market. Industries where this problem is significant can be identified by 
constructing measures of specialisation and exclusiveness. Specialisation 
measures the proportion of the output of a class that can be genuinely 
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attributed to that grouping. Exclusiveness shows the extent to which firms 
classified to a particular grouping represent the total output of those 
products. 

The UK Standard Industrial Classification was first developed in 1948 
and has been updated in 1958, 1968 and 1980. As Robinson points out: 

Industries as such have no identity. They are simply a classification of 
firms which may for the moment be convenient. A change of tech
niques and of organisation may require a new classification and a new 
industry (1958, p. 8). 

The resulting changes in definition increase the difficulties of empirical 
research spanning more that one version of the SIC. Even where data are 
available on the same classification basis, there may still be difficulties 
because of differences in the level of detail collected. The more aggregated 
the data the less concentrated, ceteris paribus, the market. Consequently, 
the results of the 1968 Census of Production cannot be directly compared 
with the 1972 Census results. Although both used SIC 68 (Central Statisti
cal Office, 1968), the 1968 information was available in more disaggregated 
form. 

TRENDS IN CONCENTRATION 

Trends in recorded market concentration are frequently used to indicate 
changes in competitiveness. For instance, in the UK evidence of increasing 
concentration was used to advocate a strengthening of competition policy 
(Department of Prices and Consumer Protection, 1978). Often aggregate 
concentration measures are used to portray information about the number 
and size distribution of firms in the manufacturing sector as a whole. These 
studies typically use concentration ratios. In the USA and the UK, aggre
gate concentration has increased in the immediate post war period, but has 
been fairly stable since 1963 in the USA and 1968 in the UK (Table 3.2.). 

Of greater interest is the situation at the market level. According to 
Clarke and Davies (1983), inferences about trends at the market level can 
be drawn from aggregate concentration. Using the Hirschman-Herfindahl 
index, they show that aggregate concentration in the UK manufacturing 
sector increased by 47 per cent in the period 1963-8, essentially as a result 
of greater concentration at the industry level (three-digit). The other 
explanatory factor is that diversification between industries has increased. 
The more diversified firms' activities are within the manufacturing sector, 
the higher the level of aggregate concentration. (But it is worth pointing 
out that the more industrial firms diversify outside the manufacturing 
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TABLE 3.2 Comparison of aggregate concentration levels in manufacturing, 
IOO·firm concentration ratios 

1947 
1949 
1953 
1954 
1958 
1963 
1967 
1968 
1970 
1972 

USA1 

23 

30 
30 
33 
33 

33 

UK2 

22 
27 

32 
37 

41 
41 
41 
42 1975 24 

1977 24 33 41 
41 1980 25 
41 1~ ~ 

Notes: 1. Shares of value added. 
2. Shares of net output. 
3. Shares of total turnover. 

35 

Source: White (1981); Department of Trade and Industry, Business Monitor PA1002, 
(various years); Commission of the European Communities (1985). 

sector the more misleading the measures of aggregate concentration in 
manufacturing.) 

Table 3.3 presents data on concentration at the market level, and reveals 
that trends in and levels of concentration vary substantially between 
markets in the USA. Whereas the motor vehicle industry is highly concen
trated, meat packing plants appear to be highly competitive with the four 
largest firms controlling less than a fifth of the market by 1977. Refrigera
tion and heating equipment, and newspapers have become progressively 
more concentrated; the reverse is true of soap and other detergents, and of 
electronic computing equipment, a relatively new industry. 

THE EFFECTS OF INTERNATIONAL TRADE ON MARKET 
CONCENTRATION 

The discussion has so far been related to measures of market concentra
tion constructed from data aggregated at the national level. This has long 
been recognised as a deficiency since many regional markets exist, particu
larly for low value, bulky products and for services. This deficiency will 
be a particular problem for a large country such as the USA. On the 
other hand, markets which transcend national boundaries are becoming 
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TABLE3.3 Trends in seller concentration in major United States industries, 
1963-77, four-firm concentration ratios calculated by value added 

Industry 1963 1967 1972 1977 

Motor vehicles and car bodies n.a. 92 93 93 
Cigarettes 80 81 84 n.a. 
Organic fibres, non-cellulosic 94 84 74 78 
Photographic equipment and supplies 63 69 74 72 
Soap and other detergents 72 70 62 59 
Aircraft 59 69 66 59 
Construction machinery 42 41 43 47 
Farm machinery and equipment 43 44 47 46 
Blast furnaces and steel mills 51 48 45 45 
Electronic computing equipment n.a. 66 51 44 
Refrigeration and heating equipment 25 31 40 41 
Petroleum refining 34 33 31 30 
Pharmaceutical preparations 22 24 26 24 
Paper mills, excluding building paper 26 26 24 23 
Radio and TV communications equipment 29 22 19 20 
Meat packing plants 31 26 22 19 
Newspapers 15 16 17 19 
Bottled and canned soft drinks 12 13 14 15 
Commercial printing lithographic 6 5 4 6 

Source: United States Department of Commerce, Bureau of the Census (1977, pp. 808--9; 
1985, p. 764). 

increasingly important. An inappropriate view of the geographical extent 
of the market will lead to misleading conclusions about behaviour and 
performance. For instance, in a market where foreign firms provide a major 
source of supply, domestic concentration ratios will suggest that the market 
is much less competitive than it really is, since as Bacon and Eltis argue: 

Foreign competition sets an upper limit to profit margins in an econ
omy where imports compete with home producers over the entire 
range of output (1976, p. 24). 

Failure to take account of international trade is probably acceptable for 
relatively closed economies, but in open economies (such as the UK and 
other members of the EC) the link between recorded concentration and 
market power must inevitably be weakened if foreign competition is 
ignored. 

Cannon (1978) was the first to make adjustments for international trade 
in empirical work. He found that including international trade at the 
product group level had only a minor impact, moderating concentration 
ratios in the UK by an average 1.1 percentage points for 1963 and by 
2.9 percentage points for 1968. 
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Utton (1982) and Utton and Morgan (1983) used data at a similar level 
of disaggregation. Ideally, as the latter show (1983, p. 10), concentration 
ratios adjusted for international trade should be calculated using the 
formula: 

C = (Qx-Xx) X 100 
X Q-X+M 

(3.1) 

where: Cx =the trade adjusted concentration ratio (for X firms) 
Qx = sales at home and abroad by the X largest UK-based 

producers 
Xx = exports by the X largest UK-based producers 
Q = total sales 
X = total exports 
M = total imports 

Exports are deducted from domestic output because they have no effect on 
domestic competition. Conversely, imports are an extra source of supply 
for domestic consumers. The net effect of these two introductions into the 
calculation is invariably to reduce the value of the concentration measure, 
suggesting a more competitive market. The adjustment in equation (3.1) 
takes account of the fact that the export propensity of large firms is greater 
than that of small firms. Although successful with a pilot study, lack of data 
forced Utton and Morgan to revert to the assumption made in previous 
studies that the largest domestic producers were responsible for the same 
share of exports as their share of domestic production (the neutral export 
assumption). Thus the equation they used was: 

C = Qx X 100 
X Q+M 

(3.2) 

Their results show that since the earliest year studied (1958) international 
trade has progressively lowered the average concentration ratio in the UK. 
By 1977, trade had reduced the domestic concentration ratio of 64.8 by ten 
percentage points. 

It has subsequently been shown that equation (3.2) is wrong under the 
neutral export assumption. Where lack of data precludes adjustment for 
the different export propensities of larger firms the more appropriate 
equation is that in (3.3) (Clarke, 1985, p. 38): 

C = Qx X 100 
X ( Q + MQ ) 

Q-X 

(3.3) 

Using this amended formula (which leads to slightly lower concentration 
levels than equation (3.2), the Department of Trade and Industry (1986) 
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TABLE 3.4 Average five-firm concentration ratios for the United Kingdom, 
with and without adjustment for international trade 

Concentration 19701 1973 1977 1979 19792 1981 1983 

Unadjusted 49.0 50.9 48.9 48.5 51.4 50.9 50.1 
Adjusted 41.3 40.9 38.1 36.5 39.3 37.6 35.9 

Notes: 1. Years 1970--9 based on SIC 1968. 
2. Years 1979-83 based on SIC 1980. 

Source: Derived from data supplied by the Department of Trade and Industry, 1986. 

TABLE 3.5 Highly concentrated industries in the United Kingdom, 1983, before 
and after adjustment for international trade 

Industry (three-digit) 

Tobacco 
Wines, cider and perry 
Production of man-made fibres 
Motor vehicles and engines 
Ordnance, small arms, amunition 
Cement, lime and plaster 
Asbestos goods 
Railway and tramway vehicles 
Iron and steel 
Aerospace equipment 
Steel tubes 

Source: Ferguson and Ferguson (1987). 

Unadjusted 

99 
95 
93 
91 
91 
91 
88 
84 
83 
79 
76 

Adjusted 

98 
39 
49 
56 
80 
89 
84 
81 
68 
46 
58 

suggests that the impact of foreign trade on market concentration has 
continued to increase in the period up to 1983. Unadjusted five-firm 
concentration ratios for 1983 averaged 50.1 per cent; with trade adjust
ment, the figure falls to 35.9 per cent (Table 3.4). In individual markets, 
the inclusion of international trade leads in some cases to a dramatic 
reduction in the concentration ratio (Table 3.5). 

These modifications markedly improve the reliability of concentration as 
an indicator of the state of competition in a market. But there are instances 
when the trade-adjusted figures tend to overstate the competitiveness of 
the market. This is so where a foreign supplier is one of the X largest firms, 
or where there are import controls. The concentration measure also fails to 
take account of 'own imports' from overseas branches of domestically
based producers. This will also tend to understate the degree of concentra
tion in a market. In the motor vehicle industry, say, it is difficult to see how 
Ford, Talbot and General Motors find their market power in the UK 
reduced by the cars they import. The likely effect of 'own imports' was 
considered by Utton and Morgan. Assuming leading producers were 
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responsible for 10 per cent of all imports- a level they viewed as 'probably 
too great for most products' (1983, p. 15) - they concluded that trade 
adjustment would still show a notable decrease in average concentration. 

CRITICISM OF THE USE OF CONCENTRATION 

The frequent reliance on measures of market concentration as an indicator 
of market structure- and, hence, of the degree of market power- can be 
criticised from a number of viewpoints. Market concentration measures 
consider just the number and size distribution of firms in a particular 
market. Using this information in isolation to capture market structure, 
and then as a basis for deductions about conduct and performance, can 
lead to mistaken conclusions. One deficiency is that market concentration 
fails to recognise linkages between firms. Having the same directors, for 
example, could have a marked influence on the behaviour of apparently 
independent firms. Similarly, performance could differ from that predicted 
from concentration measures if one of the smaller firms is part of a larger 
concern, or if there are joint marketing and production agreements be
tween firms. A further problem is that market concentration alone cannot 
identify oligopoly. For this, behavioural characteristics are essential. For 
instance, where there are six firms in a market, they constitute an oligopoly 
if- and only if- they recognise their mutual interdependence. 

Measures of market concentration also suffer from the disadvantage that 
they ignore the identity of firms. This limits the usefulness of time series 
studies. An empirical investigation may show that the four-firm concentra
tion ratio, say, is 80 per cent in 1980 and remains unchanged ten years 
later. Taking these findings at face value implies no change in competition 
and that competitive forces are weak. This may not be the case; rather the 
four largest producers in 1980 may have been replaced by four different 
firms by 1990. This is an important limitation, since studies of trends in 
concentration over time traditionally form a major plank in the formula
tion of policies designed to promote competition in the economy. 

The traditional argument is that, in a highly concentrated market, firms 
have the ability to make abnormal profits by raising prices above produc
tion costs. An alternative interpretation is that competitive pressures 
operate to force the emergence of a size distribution of firms such that costs 
are minimised. The theoretical linkage is not from structure to perform
ance, but in the opposite direction. Baumol (1982) argues this result from 
the viewpoint of contestability, whilst Demsetz (1974b) reached similar 
conclusions, arguing that efficiency dictates market concentration (see 
Chapter 2). 

These are not the only arguments suggesting that high concentra
tion need not imply poor performance. Detrimental performance can be 
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positively established only if an increase in market concentration results 
only in changes to the price-cost margin. This reduces performance - as 
measured in terms of satisfaction of current wants - without any compen
sating benefits. But if increased market concentration leads to increased 
expenditure on research and development activity, society may benefit in 
the future through improved products or reduced production costs. Taking 
this perspective, the impact of the increase in market concentration on 
economic performance becomes more difficult to evaluate. 

This reveals a limitation of the neoclassical SCP approach. The theoreti
cal validity of using measures of market concentration as an indicator of 
performance is based on the analysis of markets that are in equilibrium and 
where 'competition' refers to the model of perfect competition. Where 
economic agents have to adapt to a constantly changing world in which 
they face uncertainty and have incomplete information, the extent to which 
market structures approximate perfect competition or monopoly is a poor 
indicator of the working of competition as a process. Here, the level of 
market concentration at any point in time reveals nothing more than how 
the competitive process has worked out in previous time periods. The 
number and size distribution of firms at any point in time represents a 
snapshot of a market in the process of adjusting towards a new equilib
rium. However, before this can be reached, unanticipated changes will 
cause further movements towards a new equilibrium. Consequently, Austrian 
economists regard market concentration as of little importance, a view 
which receives support from the Commission of the European Communi
ties: 

the conventional wisdom that the structure of a market determines the 
forms and intensity of competition scarcely seems to apply in the 
present conditions in the Community market. The competitive situa
tion is largely determined by external factors and firms' ability to cope 
with them (1985, p. 212). 

CONCLUSION 

Market concentration is widely used and performs a central role in iden
tifying differences in market structure within the SCP approach. Despite 
their popularity, market concentration measures are theoretically suspect. 
From the Austrian viewpoint their calculation represents misplaced effort, 
as information on the structure of a market at a given point in time is 
irrelevant in a changing environment. From the neoclassical viewpoint, 
too, they have theoretical limitations and (given the problems likely to be 
associated with their calculation in practice) it seems pointless agonising at 
length over the choice of which market concentration measure to adopt. If 
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a relationship is going to exist between a concentration measure and the 
performance of an industry, then it is likely to show up whether studies use 
concentration ratios, the Hirschman-Herfindahl index or some other con
struct. 

This does not deny that market concentration measures may provide 
useful information on the characteristics of a market. Rather it argues for 
more consideration in their use. Small changes in concentration are un
likely to be meaningful, but a concentration ratio of 80 per cent presents a 
very different industry from one with a concentration ratio of 20 per cent. 
Taken with other information, this can be used to identify the likely 
competitive nature of the industry. 



4 The Advertising Debate 

Like romance, advertising is an activity to which most people have been 
exposed and about which little is known. H. Demsetz (1974a, p. 67). 

INTRODUCfiON 

Firms spend a great deal of money on promotional activity, in which 
advertising plays a prominent role. Many economists view this as a waste of 
resources - one firm's expenditure neutralising that of rival firms - while 
for others it plays an important part in the operation of an efficient market 
economy. 

Firms in the UK spend broadly the same on advertising as they do on 
research and development: roughly 1 per cent of GNP. There are, how
ever, marked variations in the level of advertising between countries and 
between industries. For instance, firms in the pharmaceutical and toiletries 
sectors rely fairly heavily on advertising, while advertising expenditure by 
clothing and footwear manufacturers is relatively low. 

The traditional view of advertising is that it persuades people to buy a 
firm's product, so increasing the firm's market power. Advertising not only 
distorts consumer choice, but uses resources which could have been used 
elsewhere. Society's welfare is reduced; firms enhance their profits at the 
expense of consumers. Increasingly, this view is being questioned. Recent 
work suggests that advertising performs a valuable role, enabling con
sumers to make better-informed choices and promoting the operation of 
the competitive process. 

WHAT IS ADVERTISING? 

Colley defines advertising as: 

mass paid communication, the ultimate purpose of which is to impart 
information, develop attitudes and induce action beneficial to the 
advertiser (1961, p. 5). 

43 
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Advertising is normally used when the potential audience is large. It can 
take many forms: media advertisements, direct mail, leaflets, or sponsor
ship. The content of an advertisement can vary considerably. It can simply 
display the name of the product, or it may compare the product with that of 
rivals. It may provide detailed information about the product's attributes, 
or may simply enhance its image. 

Advertising is one of many forms of promotional activity. Instead of 
advertising, a firm can promote sales by employing more sales representa
tives, by altering the product's packaging, or by widening the margins 
its gives to wholesalers and retailers. One study (Backman, 1967) found 
that advertising expenditure on breakfast cereals in the USA equalled 
14.9 per cent of revenue compared with only 2.2 per cent for crackers and 
cookies, the latter being fairly heavily promoted by sales representatives 
(7.9 per cent against 2.0 per cent). In cosmetics, Avon also rely heavily on 
sales representatives, spending in the USA in the 1960s only 2.7 per cent 
on advertising when the average advertising: sales ratio for the industry 
was 15 per cent. 

Advertising can thus be either a substitute for, or a complement to, 
other forms of promotional activity. This complicates the economic 
analysis of its effects since it is difficult to disentangle them from those of 
other promotional activities. Indeed, some economists refer to 'advertis
ing' when they are really discussing promotional activity in general. For 
example, Dorfman and Steiner say: 

we mean by advertising any expenditure which influences the shape or 
position of a firm's demand curve and which enters the firm's cost 
function (1954, p. 826). 

More often than not economists have tended to ignore the fact that 
different promotional activities overlap. Mostly, this reflects the problems 
associated with collecting data on forms of promotional activity other than 
advertising. If (as seems likely) the effects of advertising and other promo
tional activity are similar, then empirical work which considers only 
advertising will give misleading results. 

WHY ADVERTISE? 

Advertising (and promotional activity in general) is impossible to explain 
within the context of models which assume perfect information. It would 
be irrational for a firm to incur the costs associated with promoting a 
product if consumers were already aware of its existence, quality, price and 
terms of sale. 

Only where consumers have imperfect information is there any point in 
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advertising or other forms of promotional activity. Where existing con
sumers are partially aware of the product and its attributes, then advertis
ing and other types of selling costs can - by informing and/or persuading
generate a higher level of sales. Furthermore, advertising could be used to 
inform new consumers about a product, to remind ex-consumers and to 
hamper the entry of new firms into the market. 

Traditional industrial economics texts cannot ignore advertising, but its 
treatment is invariably unsatisfactory and schizophrenic. The assumption 
of perfect information is dropped selectively on behalf of consumers so that 
firms have an incentive to advertise, but an asymmetry is held, with firms 
themselves being fully aware of the quantity of advertising needed to 
maximise their profits. As Kay notes: 

Such perverse treatment of the knowledge condition requires selective 
suspension of disbelief on the part of the analyst, and it is essential to 
have no sense of the absurd (1984, p. 39). 

The Austrian approach, by incorporating both imperfect information and 
the view of competition as a process, provides a much more sympathetic 
framework. 

HOW MUCH ADVERTISING? 

Advertising expenditure in industrialised countries generally accounts for 
between 0.4 and 1.5 per cent of GDP (Table 4.1). Table 4.2 shows 
substantial variations in the level of advertising expenditure relative to 
sales revenue (advertising intensity) between industries. Consumer goods 
are more heavily advertised than industrial products. For instance, in the 
UK in 1980 the manufacturers of consumer goods spent twice as much on 
advertising (relative to sales) as manufacturers of industrial products. 
Within the consumer goods sector, the advertising intensity is generally 
higher for non-durable goods. These findings lend support to the view that 
intercountry differences (Table 4.1) reflect variations in the relative import
ance in the economy of different goods (Leff and Farley, 1980). 

A profit-maximising firm will engage in advertising up to the point at 
which the marginal benefit from advertising equals the marginal cost of 
advertising. If advertising were banned, firms would use other methods of 
communicating with customers, but clearly the previous rejection of other 
methods implies that they must be more expensive. Explanations for 
variations in the levels of advertising between industries therefore turn on 
differences in product and market characteristics that affect the efficiency 
and cost-effectiveness of advertising. 

Advertising is more suitable for promoting consumer goods than industrial 
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TABLE 4.1 Advertising as a percentage of GDP in selected countries 

Year 1980 1983 1985 

Austria 0.62 0.64 0.66 
Belgium 0.48 0.52 0.55 
Finland 1.26 1.49 1.61 
France 0.48 0.55 0.59 
W. Germany 0.77 0.76 0.75 
Italy 0.47 0.64 0.69 
Netherlands 0.97 0.88 0.91 
Sweden 0.87 0.90 1.02 
UK 1.11 1.20 1.27 
Australia 1.61 1.73 1.80 
Japan 0.93 0.97 0.91 
USA 1.36 1.52 1.52 

Source: European Advertising and Media Forecast, published by the Advertising Associa
tion. 

TABLE 4.2 Advertising intensities by product groups in the United States, 
Brazil and Mexico, 19721 

Product group 

Liquor and soft drinks 
Cigarettes 
Paper and paper products 
Industrial chemicals 
Drugs 
Soaps and toiletries 
Paints 
Agricultural and other chemicals 
Glass products 
Cement 
Special industry machinery 
General industrial machinery 
Household appliances 
Motor vehicles and equipment 

USA 

4.23 
0.60 
0.86 
1.20 
7.80 
8.80 
1.30 

<0.05 
0.70 

<0.05 
1.00 
0.80 
2.30 
0.70 

Brazil 

2.94 
<0.05 

0.05 
0.58 
5.19 

13.74 
1.08 
0.37 

<0.05 
0.45 
1.09 
1.09 
3.05 
1.06 

Note: 1. Advertising expenditure as a percentage of sales revenue. 

Mexico 

17.64 
0.66 
0.03 
0.64 
8.79 

15.09 
1.41 
0.34 

<0.05 
<0.05 

0.11 
0.40 
1.08 
0.31 

Source: Adapted from the Journal of International Business Studies, 1980, p. 76. 

products because it involves mass communication. The markets for con
sumer products are generally larger and geographically scattered, making 
advertising more cost-effective than the alternatives. Industrial buyers are 
likely to be smaller in number and require more detailed information than 
can be provided by an advertisement. Salesmen may yield greater benefits 
in these circumstances. 

Consumer durable goods have a longer life, are often more complex 
products, and tend to involve a greater outlay than consumer non-
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durables. Hence an error of judgement in purchasing a durable good will 
have a greater effect on the consumer's welfare. Consequently, consumers 
will require more information than can be effectively communicated via 
advertising. The more complex the product, the greater the use consumers 
make of alternative information sources such as consumer publications. 
With durable goods, advertising is also likely to be less effective in 
promoting sales than competition on the basis of price. 

These points can be illustrated by introducing the concept of search 
(Stigler, 1961). When knowledge is imperfect, consumers can improve 
their decisions by searching for information on product characteristics, 
product availability and alternative prices. Search can take several forms
visiting or telephoning sales outlets, surveys of available literature, and 
verbal enquiries of other purchasers. However, the additional benefit 
received by the consumer will decline as the amount of search increases. 
This can be illustrated by considering a consumer wishing to purchase a 
car. Assume he has already decided upon the make and model, but wishes 
to buy the car at the 'best' price. The greater the number of dealers already 
contacted (search), the less likely it is that contacting an additional dealer 
will locate a better offer and even if a better offer is found, it is likely to be 
only marginally better. In other words, both the prospect of making 
savings from identifying a lower price, and their size, will reduce with the 
number of dealers contacted. Recognising also that the collection of 
information is costly, search will be worth while only up to the point where 
the expected marginal benefits equal the expected marginal costs. 

The optimal levels of search for durable and non-durable goods are 
compared in Figure 4.1. For ease of exposition, it is assumed that the 
marginal costs of search ( CC) are constant and the same for both types of 
good. The marginal benefit functions differ (DD for the durable good, NN 
for the non-durable) since the potential discounts on the durable goods are 
likely to be much larger in absolute terms. Given the higher unit price and 
the larger expected savings from identifying a lower-priced source, the 
optimal level of search for the durable good will be higher ( OY compared 
to OX). Where consumers are expected to search extensively for lower 
prices then the producer's interests will lie in keeping prices low. Not only 
is advertising less effective, but reduced advertising expenditure may help 
the producer to be more competitive on price. 

The optimal amount of search may also be lower for goods that are 
purchased frequently, or which account for a relatively low proportion of a 
consumer's total expenditure. For inexpensive goods, efforts to use sources 
of information other than advertising are unwarranted- and, in the case of 
frequently-purchased goods, the consequences of a mistaken purchase are 
relatively short-lived. Therefore, in both cases, it is often rational for the 
consumer to make a decision between products with unknown character
istics on the basis of advertising messages. 
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Figure 4.1 The optimal level of search 

The more the market is changing (for whatever reason), the higher will 
be the level of advertising. Where there is a rapid turnover of customers (as 
in the baby food market) there will be heavy advertising to inform the new 
consumers (Telser, 1964). Furthermore, where product characteristics 
change rapidly, there will be a need to advertise to increase consumers' 
awareness. Advertising levels will also be relatively high where the entry of 
new firms is rapid. Firms entering the market will have to counteract the 
influence of past advertising by existing firms by heavy advertising to 
inform consumers of the attributes of their own products. 

ADVERTISING AND MARKET STRUCTURE 

An alternative approach to explaining why advertising levels differ be
tween markets considers differences in market structure. For instance, 
Dorfman and Steiner (1954) show that for a profit-maximising monopolist, 
the optimal level of advertising intensity depends on the ratio between 
advertising and price elasticities. (This is derived in Appendix 1). The 
greater the consumers' responsiveness to advertising messages and the 
lower their responsiveness to changes in the product price, the higher will 
be the optimal level of advertising relative to sales. 

In markets characterised by oligopoly, it is usually argued that advertis
ing and other forms of promotional activity will play a more important role 
than price competition. If this is the case, then advertising intensity should 
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Figure 4.2 Advertising intensity and market concentration 

vary with the level of concentration (Cable, 1972), as shown schematically 
in Figure 4.2. 

The explanation why advertising intensity is higher in oligopoly is that 
changes in prices can be quickly spotted by rival firms and generate a rapid 
response that may have a detrimental impact on the initiating firm's profits. 
Changes in advertising expenditure are less likely to be immediately 
countered. Rivals may not respond to an increase in advertising because it 
presents a less obvious threat to their market share. If rivals do react, it 
may take some time for them to implement and to receive the benefits of 
their own advertising campaign. Advertising has the further advantage 
over price changes that it can more easily be reversed. Although Else 
(1966) disagrees, suggesting that competitive pressures act as a ratchet 
making it difficult to reduce advertising levels, it is relatively easy to 
withdraw an unsuccessful advertising campaign. Price cuts cannot be so 
readily reversed without causing complaints from customers. 

Cowling (1972), extending Dorfman and Steiner's analysis, shows that 
the optimal advertising intensity for an oligopolist will depend on the way 
in which rivals react. For instance, the optimal amount of advertising will 
be lower in cases where rivals respond to an increase in advertising by 
holding prices constant and mounting their own campaigns. If the oli
gopolists collude, then the optimal amount of advertising will also be 
lower. In fact it is likely that in a colluding oligopoly advertising intensity 
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will be the same as predicted by the Dorfman-Steiner condition for a 
profit-maximising monopolist. Referring back to Figure 4.2, the effect of 
collusion would be to reduce the height of the curve over the oligopoly 
range. 

THE COSTS OF ADVERTISING 

Firms can choose to vary the number of times a particular advertisement is 
repeated, or they can decide to alter the combination of advertising media 
used. How the cost of achieving a sale varies with these changes will be 
another factor affecting the optimal level of advertising. If advertising costs 
per unit of output fall, this will put firms with a small market share at a 
disadvantage unless they are multiproduct firms able to capitalise on 
advertising a common brand name. 

The presence of an advertising threshold could be one reason why unit 
advertising costs decrease. Threshold effects relate to the observation that 
(in any given period) a certain absolute amount of advertising has to be 
undertaken before any increase in sales is noted. For instance, Albion and 
Farris (1981) suggest that two or three advertising messages are required 
before much notice is taken by consumers. Once past this threshold, 
advertising costs per unit of output will fall if the repetition of an advertise
ment generates a more than proportionate increase in sales. Chamberlin 
suggests a psychological reason why this might occur: 

Control of the buyer's consciousness must be gained, and while it is 
being gained additional expenditure yields increasing returns (1962, 
p. 133). 

However, others have tended to disagree, suggesting that each time a 
message is repeated, the number of new contacts made diminishes. This is 
the situation found by empirical studies, Simon's (1970) being typical in 
noting diminishing returns (and thus increasing unit costs) from successive 
mailings in a survey of mail order advertising. Consequently most econ
omists would agree with the pattern of response to a repeated advertise
ment postulated by Lambin (1976). Levels of advertising below OT (Figure 
4.3) yield no increase in sales. Once advertising exceeds this threshold 
level, sales are affected, but diminishing returns immediately set in and the 
addition to sales falls with each repeat of the advertisement. 

Increasing advertising expenditure can also be coupled with a change in 
the type of advertising used in order to ensure the most effective advertis
ing package. Where there are economies of scale in advertising this will 
result in a reduction in the cost of advertising per unit of sales. A priori, 
scale economies could be the result of pecuniary savings (for instance, with 
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Figure 4.3 Responsiveness of sales to level of advertising 

larger advertising programmes attracting media discounts) or they may 
reflect the fact that as expenditure on advertising increases it is possible to 
organise it more effectively (technical economies). Technical economies 
may occur where the most efficient media are those such as national 
television which require a large outlay, or where the most effective adver
tising programme uses several media in combination. 

There is little evidence on the existence of pecuniary economies. After 
an extensive review, Schmalensee (1972) concluded that discounts are of 
little importance in television advertising. There is rather more evidence 
on the existence of technical economies- Brown (1978) and Peles (1971) 
both report their existence in the beer and cigarette industries. 

THE 'ADVERTISING AS PERSUASION' VIEW 

Advertising will not only bring benefits to the firm in the form of increased 
sales, it will also have an impact on the environment within which the firm 
operates and the prices charged to consumers. The traditional view -
advanced, among others, by Bain (1968), Comanor and Wilson (1974)- is 
that advertising works by persuasion, and results in increases in both 
market power and prices (the process is summarised in Figure 4.4). 

The 'advertising as persuasion' view implicitly assumes that advertising 
distorts consumers' preferences. This may cause consumers to make wrong 
choices, selecting the advertised goods instead of those which would give 
them the most satisfaction. By altering consumers' preferences in favour of 
the advertised product, advertising makes demand for the product less 
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Figure 4.4 The 'advertising as persuasion' view 

sensitive to changes in its price. Advertising will also have the effect of 
reducing cross-elasticity of demand between the advertised product and its 
close substitutes. This will make consumers less responsive to price reduc
tions or increases in the promotional activity of rival firms. More formally, it 
can be shown that for a profit-maximising firm the Lerner index (Chapter 2) 
is related to own price elasticity of demand: 

P-MC 1 
p Np 

where: P =price 
MC =marginal cost 
Np = price elasticity 

Consequently a lower value of own price elasticity must lead to a higher 
profit-maximising price. 

Heightened entry barriers will be another result of advertising. Since 
customers display a greater attachment to the products of existing firms, 
there will be fewer people switching between brands, and hence likely to 
try a new product. To overcome brand loyalty an entrant must either 
advertise more heavily or offer substantial price discounts. In either case, 
the entrant's profitability will be adversely affected. 

Existing firms will be able to exercise their market power once the threat 
of new entry has been reduced. This will result in higher prices for 
consumers and higher profits for producers. If the market has become 
more concentrated- because either economies of scale or threshold effects 
in advertising confers a cost advantage on large firms - then the effect on 
prices and profits will be particularly marked. 
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THE 'ADVERTISING AS INFORMATION' VIEW 

This alternative and more recent view, adopted by Stigler (1961), Telser 
(1964) and Nelson (1974b; 1978), stresses the role of advertising in provid
ing information. In an environment where knowledge is imperfect and 
uncertainty abounds, advertising plays an important part in reducing 
consumer's ignorance. As in the 'advertising as persuasion' view, it is 
recognised that advertising influences consumers' behaviour, but it is not 
regarded as having adverse consequences for consumers' welfare. For 
consumers to make the 'best' choices they need to be fully aware of all 
possible alternatives. Stigler's analysis shows that, for any product, there is 
an optimal amount of search - or, in other words, an optimal amount of 
ignorance. Although all decisions will be made on the basis of incomplete 
information, advertising reduces this incompleteness by effectively reduc
ing transaction costs through lowering the costs of search (e.g., to C'C' in 
Figure 4.1). Consumers benefit by being able to choose those products that 
better match their preferences. 

Austrian theorists would have some sympathy with Stigler's approach, 
but they would argue than an optimal level of search cannot be deter
mined, because this requires knowledge that economic agents cannot 
possess. However, they would agree that advertising provides information 
and plays an important and beneficial role in the economy. As Littlechild 
reasons: 

Consumers do not always know what products are available, and even 
if they know of their existence they are not always aware of their 
properties. And consumers cannot, of course, seek further informa
tion about a product or property of whose existence they are unaware 
(1986, p. 34). 

Advertising helps the competitive process: by supplementing other sources 
of information, it facilitates entrepreneurial action by economic agents. 

Taking the view of 'advertising as information', rather different conclu
sions emerge as to the effects of advertising on market structures and prices 
(summarised in Figure 4.5). 

By providing information on product characteristics, advertising leads to 
an increase in price and cross-elasticity of demand. Nelson for instance, 
argues: 

But this does not imply more inelastic demand curves with advertising 
than without ... One of the major sources of inelasticity of demand is 
the very lack of information that advertising provides: that the brand 
is advertised as such together with some specific information about the 
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Figure 4.5 The 'advertising as information' view 

brand. It is not surprising, therefore, that advertising increases de
mand elasticities (1975, p. 225). 

Thus advertising (and other forms of promotional activity) can make 
consumers more responsive to price changes and price differentials, in
creasing their concern to buy the 'right' alternative. With a higher price 
elasticity of demand it follows that the profit-maximising price will be 
lower. If consumers are more responsive to price signals, firms will be 
under more pressure to offer attractive prices. Prices will also be lower 
because of the increased competition brought about by a reduction in entry 
barriers. Entry is facilitated because advertising offers an effective means 
whereby new firms can make potential customers aware of their existence 
and of the attributes of their products. 

The overall effect on concentration is ambiguous. Lower prices and 
increased competitive pressures imply that any firm will have less market 
power. Despite this, firms offering products that best meet consumer 
requirements will expand and make profits at the expense of their less 
efficient rivals. As a result, the market may actually become more concen
trated. However, a larger market share may enable economies of scale in 
production to be exploited, so increased concentration may be another 
factor leading to lower prices. 

INCORPORATING A RETAIL SECTOR 

The alternative views of 'advertising as persuasion' and 'advertising as 
information' polarise the discussion unduly. Steiner (1978b) takes account 
of the possibility that the effects of advertising may vary. His analysis is 
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particularly applicable to consumer non-durables, and suggests that earlier 
models of advertising have been too simple, failing to give explicit consider
ation to the role of middlemen (retailers) between manufacturer and 
consumer. 

Steiner argues that - in the absence of manufacturers' advertising -
different brands of a particular good will be very close substitutes. Re
tailers' choice of which brand to stock will be based on the different prices 
offered by rival manufacturers. With many alternatives available, the 
market penetration of any one brand (and manufacturers' market power) 
will be low. Competition between retailers will be limited, so their profit 
margins (and the prices charged to consumers) will be high. The costs of 
distribution at the retail stage will be relatively high, because - in the 
absence of product information from the manufacturer - the retailer may 
have to provide such information to consumers. 

As manufacturers begin to advertise, they increase their power relative 
to retailers and gain additional sales without cutting prices. They can 
achieve this because customers now expect to find advertised brands on 
retailers' shelves so the retailer who fails to stock such items risks losing 
customers to rivals. Manufacturers may use this threat to achieve a reduc
tion in their discounts to retailers, obtaining an increase in their prices. 
This is superficially in agreement with the view of 'advertising as per
suasion'. Increased manufacturers' advertising results in higher prices 
charged to retailers. For consumers, though, the prices of advertised 
brands may actually fall (consistent with the 'advertising as information' 
view). This will be due in part to the more rapid turnover of advertised 
products (permitting lower retail margins), but also to a reduction in the 
costs of distribution. Because consumers are better informed about the 
products on sale, retailers will be required to provide less information. 
Also with advertised brands widely available, retailers will be under 
pressure to attract customers by cutting prices since consumers will use the 
price of advertised goods to choose between retailers. Steiner's analysis is 
given empirical support by Reekie who, after studying 1000 product lines, 
concludes that: 

The product groups which received very high advertising support by 
their respective manufacturers were quite obviously those on which 
the retailer levied the smallest margins (1982, p. 137). 

According to Steiner, the ultimate effects of advertising will depend on 
how the market develops. One of the outcomes he envisages is a market 
dominated by advertised brands. Here the price to the consumer may 
actually be no lower than in the unadvertised case. The reason for this is 
that manufacturers raise their wholesale price as a result both of their 
increased market power and the increased costs of promotional activity. 
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Entry barriers will be enhanced because a new brand must be heavily 
advertised to gain a foothold. 

In the other outcomes envisaged by Steiner, 'advertising as persuasion' 
best describes the effects at the manufacturer level, whilst at the retailer 
level the predictions are more consistent with a view of 'advertising as 
information'. A market dominated by retailers' private labels ('own 
brands') is rare in practice, but there are many examples of his alternative 
scenario where advertised and 'own brands' co-exist. Here consumer prices 
will be below pre-advertising prices since, at the manufacturer level, 
competition from attractively-priced 'own brands' will constrain manufac
turers' power, while manufacturers' advertising constrains that of the 
retailer. 

ADVERTISING AND MARKET CONCENTRATION 

To distinguish the relative merits of the competing views of advertising, 
attention must be paid to the empirical evidence. Although there have 
been a large number of studies of the effects of advertising on market 
concentration, profits and prices (mostly designed to test the 'advertising as 
persuasion' view), their results have been inconclusive. 

The theoretical view of 'advertising as persuasion' suggests a positive 
relationship between the level of advertising and market concentration. In 
contrast, either a positive or a negative relationship would be consistent 
with the view of 'advertising as information'. Empirical results have been 
mixed. For example, Guth (1971) and Mann and Meehan (1971) find 
strong positive relationships, but Telser (1964), Doyle (1968) and Reekie 
(1975) find few relationships of significance. More notable is the absence of 
any strong negative relationships which would have been taken as evidence 
against the persuasive view of advertising. 

Two factors may explain the varied findings: the limitations of the 
measures of concentration used (see Chapter 3) and the two-way nature of 
the relationship between advertising and concentration. Not only may 
market concentration be influenced by the level of advertising, but the 
degree of market concentration may influence its level (this latter point is 
illustrated in Figure 4.2). Simultaneous equation methods might dis
tinguish between the two effects, but most studies use single-equation 
regression models. 

Differences in the mix of industries used in the studies may also be a 
reason for varying empirical results. Referring again to Figure 4.2, if 
advertising intensity varies with the level of concentration, empirical 
results will reflect the concentration composition of the sample. 
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ADVERTISING AND PROFITS 

Empirical tests of the relationship between advertising and profits can seek 
only to provide evidence against the 'advertising as persuasion' view. 
Again this is because either a positive or negative relationship is consistent 
with an informative role for advertising, but a positive relationship only is 
consistent with the persuasive view of advertising. 

Studies of advertising and profits encounter two major problems. The 
first concerns the treatment of advertising expenditure. If it is regarded as a 
current expense whose effects are dissipated within a fairly short period, 
then there appears to be a strong positive relationship with profits. This 
seems the most appropriate treatment given empirical evidence which 
suggests that the main effects of advertising are generally felt within a few 
months. For instance, Clarke (1976) noted that 90 per cent of the effect 
of advertising on the sale of well-established, low-priced, frequently
purchased goods was felt within the first nine months. However, some 
studies have treated advertising as contributing to a stock of goodwill 
which depreciates over time. Here the relationship between advertising 
and current profit can disappear - Bloch (1974), for example, using a 
5 per cent rate of depreciation of goodwill, fails to find any significant 
results. Much of the reason for this difference is that the stock of goodwill 
adds to the amount of capital employed. This deflates measures of profita
bility which use capital employed as the denominator. 

The second problem with empirical studies concerns the direction of 
causation in the relationships found. Is it that high advertising has led to 
increased profitability, or is the high advertising simply a consequence of 
high profits? Albion and Farris, after reviewing over 50 studies, conclude 
that although most do find a positive relationship: 

We do not know whether the correlation between industry profits and 
industry advertising means that profitable industries advertise more, 
advertising increases industry profits, or both (1981, p. 177). 

ADVERTISING AND PRICES 

Investigating the relationship between advertising and prices would seem 
to offer the best chance of assessing the relative strengths of the two 
hypotheses. Support for the 'advertising as persuasion' view would come 
from the identification of a positive relationship, while a negative relation
ship would be consistent with the view of 'advertising as information'. 

Empirical work has considered three aspects of the relationship and the 
results of some of these studies are summarised in Table 4.3. It should be 
borne in mind that these studies are incomplete because they ignore the 
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TABLE 4.3 Summary of the empirical evidence on the relationship between 
advertising and prices 

Advertising and: Price elasticity Relative prices Market prices 

Manufacturer 
level 

Retail level 

Negative Positive 
(e.g., Comanor and (e.g., Buzzell and 
Wilson, 1974; Farris, 1976; Farris 
Lambin, 1976) and Reibstein, 1979) 

Positive Positive Negative 
(e.g., Wittink, 1977; (e.g., Burnett, 1979; (e.g., Benham, 1972; 
Eskin, 1975) Reekie, 1979) Maurizi, 1972; 

Cady, 1976; 
Steiner, 1973; 
Cox et al., 1982; 
Office of Fair 
Trading, 1982; 
Kwoka, 1984) 

effects of advertising on transaction costs (for example, consumer search 
costs). Strictly speaking, the relevant price is that paid by consumers plus 
the associated transaction costs. Reduced transaction costs are as import
ant as lower product prices in improving consumers' welfare. 

Several studies have focused on the links between advertising and price 
elasticity of demand. For manufacturers selling to distributors, advertising 
was associated with a lower price elasticity of demand (the effect suggested 
by the 'advertising as persuasion' view) whereas, at the retail stage, 
advertising was associated with a higher price elasticity (consistent with an 
'advertising as information' view). These results seem to offer empirical 
support to the Steiner model. 

A second approach is to consider whether advertised brands are associ
ated with relatively higher prices. Advertised brands always appear to 
command a price premium over their unadvertised rivals. Unless they 
confer additional satisfaction on consumers, this would support the 'adver
tising as persuasion' view. Yet, by themselves, studies of relative prices are 
insufficient to determine whether advertising increases or reduces econ
omic welfare. Ignoring potential effects on search costs, what is important 
is how the price of the advertised brand compares with the price at which it 
would be sold if there was no advertising. 

Studies of the effect of advertising on the absolute level of market prices 
also face the difficulty of finding relevant comparisons. Some support is 
given to the view of 'advertising as information': for instance, Steiner 
(1973) showed that toy advertising introduced in the USA in the late 1950s 
and in France in the mid-1970s led to lower prices. He also found that 
retailers' margins on toys sold in Canada at Christmas 1972 averaged 
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TABLE 4.4 Prices of the cheapest prescribed standard spectacles by country 

Advertising allowed $ Advertising banned $ 

UK 19.80 Ireland 34.50 
Belgium 20.10 New Zealand 44.50 
Japan 22.10 
USA 23.40 
W. Germany 23.50 
France 26.10 

Source: The Economist, 15 March 1986. 

20.2 per cent for heavily televised toys but 46.1 per cent for those toys not 
promoted by television advertising. Lower prices were also noted following 
the lifting of the ban on advertising by the legal profession in the USA in 
1977 (Cox et al., 1982). Prices of uncontested divorces, wills and other 
simple procedures fell by a half in some cases. Prices also appear to be 
falling in the UK where advertising of legal services was permitted in the 
mid-1980s. 

Benham's study (1972) of the prices of eyeglasses (spectacles) compared 
average retail prices in states of the USA which permitted advertising with 
those where it is banned. In the former states, eyeglasses were significantly 
cheaper (averaging $26 against $33). Benham's results - which were 
confirmed for the USA by Kwoka (1984) - appear to apply to other 
countries (Office of Fair Trading, 1982). In 1985 opticians in the UK were 
allowed to advertise, in the following year, prices fell by about 20-25 
per cent (The Economist, 15 March 1986). Further comparisons are given 
in Table 4.4 

Benham also provides a counter to the often advanced argument that 
advertising 'must be paid for', so the extra costs will imply higher prices. In 
states of the USA which prohibited advertising, the typical retailer of 
eyeglasses was a sole trader with a localised catchment determined by the 
high costs of consumer search. Concentration levels were thus low. By 
reducing search costs, advertising enabled consumers to find lower-priced 
outlets more easily. With consumers willing to travel further to low-priced 
outlets, such opticians could gain customers from a wider area. This 
allowed them to take advantage of economies of scale. Over time larger 
outlets, group practices and discount chains began to develop, raising the 
level of concentration. Advertising 'must be paid for', but the extra costs 
are more than offset by the advantages of scale economies, allowing lower 
net prices to be offered to consumers. It is notable that discount chains are 
absent in Ireland and New Zealand, where advertising by opticians is still 
banned. 
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CONCLUSION 

Economists do not dispute that advertising has important effects on re
source allocation. Rather the controversy concerns whether its effects are 
generally favourable. Those who adopt an 'advertising as persuasion' view 
argue that it will lead to higher prices and increased market power. Others 
stress the informative role of advertising, seeing it as a means of reducing 
search costs and making consumers more responsive to differences in 
prices. 

The empirical evidence is mixed. In part, this is due to the complexities 
of performing valid tests, but it also perhaps suggests that the theoretical 
focus of attention has been too narrow in expecting that one view of 
advertising will be correct in every case. Rather than consider whether 
advertising generally has particular effects, it may be more pertinent to ask 
in what particular circumstances these occur. The markets where advertis
ing seems to have adverse effects are those for low-priced, non-durable 
goods. Here, it is irrational for consumers to search heavily and so de
cisions may be made simply on the basis of advertising. However 
Steiner's model suggests that even here advertising will not invariably lead 
to adverse consequences for the consumer. Advertising may also lead to 
higher levels of concentration. Again, this in itself is not indicative of a 
reduction in welfare. The reasons for such a change need to be carefully 
considered. Higher levels of seller concentration may not be accompanied 
by increased market power, but by lower prices for consumers. In fact, the 
few studies that have analysed the impact of advertising on the level of 
retail prices have generally found the effects of advertising to be beneficial. 



5 Monopolies- Good or Bad? 

The evidence that monopoly is important is negligible, and the evi
dence that it is a quite minor influence on the workings of the economy 
is large. G. J. Stigler (1982, p. 24). 

INTRODUCTION 

Market or monopoly power is generally condemned by economists on the 
grounds that it leads to a misuse of resources and a reduction in economic 
welfare. This concern has led to the establishment of bodies (such as the 
Monopolies and Mergers Commission in the UK) whose aim is to identify 
the existence of market power, then to regulate or eliminate any monopoly 
abuse. 

The task of such bodies is by no means straightforward. Fconomists may 
agree that 'market power' is harmful, but may disagree over the meaning 
of the term and the circumstances in which monopolies operate against the 
public interest. Furthermore, market power is not always easily identified. 

MONOPOLIES AND MARKET POWER 

It is implicit within the structure-conduct-performance approach (SCP) 
(Chapter 2) that monopoly leads to poor performance and is detrimental to 
economic welfare. In this context, a monopoly is defined as a single seller. 
By itself, this has few implications for welfare. What is important is the 
extent to which a monopolist possesses market power. 

To a neoclassical economist, a firm has market power when it has 
discretion to choose the price it charges for its product, and has the 
potential to earn long-run abnormal profits. As shown by Cowling and 
Waterson (1976) and Clarke and Davies (1982) the extent to which price 
exceeds marginal cost (the Lerner index of market power) can be related to 
the level of market concentration. Such power is therefore absent in 
perfect competition, where firms have to respond to the price set by the 
market. The potential for market power is greatest in monopoly, but can 
also be a feature of oligopoly. This point is implicitly recognised in 
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competition (anti-trust) policy. For instance, in the UK a firm (or several 
firms operating jointly) holding a 25 per cent market share can be referred 
for investigation. 

Yet, identification of market power is not so clear cut. Data on the 
number and size distribution of firms are insufficient: barriers to entry are 
necessary for the monopolist to exercise his market power. Consider the 
case of a single seller: without entry barriers he has no market power; the 
threat of potential competition effectively replaces the market discipline 
imposed by actual rivals and, in the long run, he will be able to earn only 
normal profits. 

HARBERGER AND THE IMPACT OF MARKET POWER ON 
ECONOMIC WELFARE 

Harberger (1954) was the first to gauge the reduction in welfare caused by 
the exercise of market power. His cross-section studies using data aggre
gated at the industry level indicate that the activities of the manufacturing 
sector of the USA in the 1920s resulted in a reduction of welfare equivalent 
to 0.1 per cent of GNP. At this time, manufacturing industries accounted 
for only about 25 per cent of the USA's output. If monopoly power were 
present to a similar extent in other sectors, then the estimate of total 
welfare loss in the economy would be a mere 0.4 per cent. This must call 
into question the validity of policies designed to combat market power, 
confirming Stigler's comment (1956) that economists would be better 
employed fighting fires and termites. 

Harberger's method can be explained by reference to Figure 5.1. Under 
perfect competition, price and output would be at OPe and OQc respect
ively. The demand curve shows that for units up to OQco consumers would 
be willing to pay more than the price actually charged. According to 
Marshall's measure, the benefit to consumers is gauged by the vertical 
difference between the demand curve and the price line. Total consumer 
surplus is equal to areas 1, 2 and 3, while the total cost of producing output 
OQc is shown by areas 4 and 5. 

Faced with the same demand and cost conditions, a profit-maximising 
monopolist would equate marginal revenue with marginal cost and charge 
OP m for the lower output OQm. Consumer surplus would be reduced to 
area 1. With units OQc-OQm no longer produced, the associated consumer 
surplus (area 3) disappears. This benefit is completely lost to society. It is 
alternatively described as an allocative or deadweight loss. By contrast, 
area 2 represents a transfer of benefit from consumers to producers. What 
was formerly consumer surplus is now abnormal profit for the monopolist. 
In reducing production below the competitive level, resources have been 
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Price 

Quantity 

Figure 5.1 Reduction in economic welfare due to monopolisation 

TABLE 5.1 Welfare changes due to monopolisation 

Area in Figure 5.1 

1 
2 
3 

4 
5 

Competitive market 

Consumer surplus 
Consumer surplus 
Consumer surplus 

Input costs 
Input costs 

Monopoly 

Consumer surplus 
Abnormal profit 
Deadweight loss (i.e., no 

longer exists) 
Input costs 
Resources used elsewhere 

in the economy 

released and production costs are now represented by area 4. Area 5 is not 
a loss to the economy as a whole because these resources are released to 
produce output (equivalent in value to area 5) in their next best alternative 
use. These changes in welfare are summarised in Table 5.1 Monopolisation 
results in a net loss of area 3. 

Although the analysis has been simplified by assuming constant costs, 
the essential conclusion is unaffected - monopolisation reduces economic 
welfare. The extent of the reduction depends on the price elasticity of 
demand for the product and on the difference between monopoly and 
competitive prices. From Appendix 2, area 3 (the welfare, or deadweight, 
loss) is given by the formula: 
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where: W =welfare loss 
P =price 
Q =quantity 
Np = price elasticity of demand 

(5.1) 

With this equation it is possible to estimate, by market, the welfare loss 
from monopoly and then (by summation) the welfare loss for the economy 
as a whole. 

While information on sales revenue (PQ) is often readily available from 
production censuses and published company accounts, the difference be
tween competitive and monopoly price levels can only be estimated. 
Harberger assumed that the average rate of return in manufacturing 
industry was equivalent to the rate of return that firms in competitive 
markets would earn in long-run equilibrium. Individual industry rates were 
then compared with this average to estimate the price differentials due to 
market power. In addition, Harberger assumed unit price elasticity of 
demand (Np) for all industries. 

CRITICISMS OF THE HARBERGER APPROACH 

Harberger's study is subject to a number of criticisms. Wahlroos (1984) 
argues that Harberger fails to adjust for risk premiums: in competitive 
equilibrium rates of return will vary in proportion to the riskiness of each 
industry (unless there is perfect foresight). The result of this omission is 
that Harberger's estimate overstates the actual welfare loss by a third. 

Most others suggest that Harberger's estimate of a welfare loss in 
manufacturing of 0.1 per cent of GNP is a considerable understatement. 
For instance, unit price elasticity of demand implies marginal revenue 
equal to zero. Marginal costs are unlikely to be zero so this is inconsistent 
with profit maximisation. It is also dubious to suggest that the average rate 
of return in manufacturing industry reflects the competitive rate of return 
(normal profits). In fact, Harberger's data suggest that the manufacturing 
sector was not in long-run equilibrium, since it was earning a higher rate of 
return than other sectors of the economy. This would cause the price 
differential due to monopoly - and, in turn, the welfare loss - to be 
underestimated. 

Harberger's use of rates of return and differences in prices to reflect 
market power can be disputed. First, the high level of aggregation intro
duces a distortion. Monopolistic markets with high rates of return become 



Monopolies - Good or Bad? 65 

less visible when aggregated with markets earning lower rates of return. 
Secondly, once a firm is isolated from competitive forces, the pressure to 
maximise profits is reduced. Market power may be reflected by inflated 
costs rather than by inflated profits, and even where owners and top 
management do seek to maximise profits, they may be frustrated by 
lower-level managers and operatives pursuing other objectives. This is 
captured by Leibenstein's concept of 'X-inefficiency' (1966). Similarly, 
Williamson (1963) shows how managerial discretion can lead to inflated 
costs where there is a difference between the objectives of owners and 
managers. Finally, Cyert and March (1963) point to 'organisational slack' 
which allows salaries and wages to rise above market levels. All in all, if 
costs are not kept to a minimum then the observed difference between 
competitive and monopoly prices will understate market power, and again 
give a low estimate of welfare loss. 

These criticisms may be less valid if it is assumed that firms' objectives 
are to maximise long-run, rather than short-run, profits. It is unlikely that a 
monopolist would maximise the discounted value of a profit stream by 
maximising profits in each time period. A high price in a given time period 
may attract new entrants and erode the monopolist's market share, 
together with prospects of continued high profits. Instead of determining 
output by equating current marginal cost and marginal revenue, a firm with 
market power may set a lower price to preclude- or, perhaps, slow down
entry. This 'limit pricing' strategy would produce price and output levels 
closer to the competitive reference, and make Harberger's assumption of 
unit price elasticity more plausible. 

COWLING AND MUELLER AND THE CALCULATION OF 
WELFARE LOSS 

Methods similar to Harberger's have been used, among others, by 
Schwartzman (1960), Bell (1968), Worcester (1973), and Siegfried and 
Tiemann (1974), producing similarly low estimates of welfare losses. These 
are in contrast to the work of Cowling and Mueller (1978), whose different 
approach suggested a minimum allocative loss of approximately 7 per cent 
for the US corporate economy and 4 per cent for the corporate sector of 
the UK economy during the 1960s. 

While Cowling and Mueller also adhere strictly to the neoclassical 
tradition, their work is more soundly based than Harberger's. Drawing 
from oligopoly theory they first estimate welfare losses at the level of the 
firm before aggregating. Data on the price--cost margin (Lerner index) 
give estimates of price elasticity of demand for each firm studied, and 
hence the competitive rate of return and the level of monopoly profit. 



66 Industrial Economics: Issues and Perspectives 

Using their method, shown in detail in Appendix 3, the deadweight welfare 
loss is derived as precisely half the amount of monopoly profit (area 3 in 
Figure 5.1 is half area 2): 

W=_!!_ 
2 

where: 1r represents monopoly profits 

(5.2) 

Cowling and Mueller argue that the deadweight loss does not represent the 
total reduction in welfare. Expenditures will be incurred to build up or to 
maintain a monopoly position: expenditures - for instance, on excessive 
advertising or product differentiation - which are unrelated to production 
costs. These will inflate reported costs above those of a competitive firm. 
Thus Cowling and Mueller's second measure of welfare loss includes the 
indirect effects of advertising (A). Compared with perfect competition, it 
leads to yet a further reduction in output and increase in price. The 
formula for welfare loss then becomes: 

(5.3) 

If advertising expenditure is also regarded as undesirable, the welfare loss 
increases to: 

W = A + (n +A) (5.4) 
2 

Yet a fourth measure adds after-tax monopoly profits (n'): 

(n +A) 
W = n' + A + (5.5) 

2 

The reasoning here is that any return above a competitive level acts as an 
incentive to other firms to enter the market to capture the abnormal profit 
for themselves. But to break down the entry barriers protecting the 
incumbent monopolist will require extra expenditure that can also be 
regarded as reducing society's welfare. Cowling and Mueller assume that 
these expenditures will be equal to after-tax abnormal profits, arguing that 
it would be rational for rivals to expend this amount if they could be certain 
of capturing the monopoly profits: 

Obviously this estimate is but a first approximation. It is an underesti
mate, if the firm has incurred expenditures in acquisition and mainten
ance of its monopoly position, which are included in current costs. It is 
an overstatement if actual and potential competitors can successfully 
collude to avoid these wasteful outlays (1978, p. 734). 
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TABLE 5.2 Cowling and Mueller's estimates of welfare loss due to monopoly 

Measure 

(5.2) :a/2 
(5.3) (:a+A)/2 
(5.4) A + [(:a+A)/2) 
(5.5) :a' +A + [(:a+A)/2) 

Welfare loss(% of gross corporate product) 

USA 

3.96 
6.52 

12.27 
13.14 

UK 

3.86 
4.36 
5.39 
7.20 

Source: Derived from Cowling and Mueller (1978). 
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Cowling and Mueller's empirical results for the USA (196~) and the UK 
(1968--9) are summarised in Table 5.2. Only the first measure can be 
directly compared with Harberger's and it gives a much higher estimate of 
deadweight welfare loss. Essentially this is because of the different tech
niques used: when Cowling and Mueller reworked their calculations for the 
USA using an approach similar to Harberger's the allocative loss fell to 
0.4 per cent. 

While Cowling and Mueller's approach is more sophisticated, incorpor
ating more recent theoretical developments, it still rests on neoclassical 
analysis, implicit in which is the assumption that monopolies are never 
beneficial. Although there is substance to their argument that not all 
reported costs will be incurred in production and distribution, it does not 
necessarily follow that additional costs are a waste to society. For instance, 
advertising may provide valuable information (see Chapter 4). 

MASSON AND SHAANAN AND THE CALCULATION OF 
WELFARE LOSS 

A more recent calculation of welfare loss by Masson and Shaanan (1984) 
draws upon limit-price theory. This approach (very different from that 
used by Harberger, but with similarities to the Cowling and Mueller study) 
involved hypothetical calculations of prices which would have prevailed 
had existing firms acted together as a profit-miximising monopolist facing 
no potential competition. 

To measure the strength of competition required calculation of the devi
ation between the actual price charged and the collusive, profit-maximising 
price. It was assumed that entry depends on the extent to which actual 
price-cost margins exceed the limit price and that when existing firms 
operate in a market where entry is not blockaded their joint profit
maximising price-cost margin will be above limit price. This enabled the 
collusive profit-maximising price to be inferred from simultaneous equa
tions. By comparing the hypothetical outcomes with empirical observations, 



68 Industrial Economics: Issues and Perspectives 

they were able to show the impact of actual and potential competition, as 
well as calculating the resultant welfare losses. 

Masson and Shaanan's overall estimate of welfare loss in the USA for 
1950-66 was 2.9 per cent. If competition (either actual or potential) in the 
economy had been totally absent, then this welfare loss would have been 
11.6 per cent. Assuming, as in the Cowling and Mueller approach, that all 
advertising and after-tax profits also reduce welfare, then this loss rises 
further to 19 per cent. 

SUMMARY OF WELFARE LOSS ESTIMATES 

Table 5.3 summarises the various estimates of welfare loss for several 
economies. Most of these studies use a Harberger-type approach deriving 
fairly low measures of welfare reduction. Gisser is an exception; his low 
measures of welfare loss are based on a Cournot model of oligopoly. Those 
that indicate much higher ranges generally use methods similar to Cowling 
and Mueller. 

From these estimates it can be concluded that the presence of monopoly 
sectors in an economy generally results in a fairly small deadweight loss. 
However, if firms' costs are increased as a result of monopolisation, 
X-inefficiency or extra expenditure incurred to defend the monopoly 
position, then welfare losses may rise considerably. 

TABLE 5.3 Summary of empirical studies on the welfare effects of monopoly 

Author Period Country Welfare loss 

Harberger (1954) 1924-8 USA 0.1 
Schwartzman (1960) 1954 USA 0.1 
Kamerschen (1966) 1956--61 USA 5.4 - 7.6 
Bell (1968) 1954 USA 0.02- 0.04 
Shepherd (1970) 1960--9 USA 2.0- 3.0 
Worcester (1973) 1956--69 USA 0.2 - 0.7 
Siegfried and Tiemann (1974) 1963 USA 0.07 
Cowling and Mueller (1978) 1963-6 USA 4.0 -13.1 
Masson and Shaanan (1984) 1950--66 USA 2.9 
Wahlroos (1984) 1962-75 USA 0.04- 0.9 
Gisser (1986) 1977 USA 0.1 - 1.8 
Jones and Laudadio (1978) 1965-7 Canada 3.7 
Cowling and Mueller (1978) 1968-9 UK 3.9 - 7.2 
Wahlroos (1984) 1970--9 Finland 0.2- 0.6 
Jenny and Weber (1983) 1967-70 France 0.13- 8.85 

1971-4 France 0.21 
Pezzoli (1985) 1982-3 Italy 0.4- 9.4 
Funahashi (1982) 1980 Japan 0.02- 3.0 
Oh (1986) 1983 Korea 1.16- 6.75 
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A qualification to the results above concerns the level of aggregation 
employed. Total welfare loss is simply the sum of the welfare losses in each 
market. The more closely the data classification corresponds to the concept 
of a market, the more accurate the results. Highly aggregated data tend to 
understate welfare losses because of the averaging effect on estimated 
price-cost margins. Cowling and Mueller, whose work has the advantage 
of being at the firm level, illustrate this point by comparing the deadweight 
losses for the USA calculated at different levels of aggregation. Working at 
the four-digit level of the Standard Industrial Classification gives a welfare 
loss that is 83 per cent of that calculated at the firm level (1978, p. 741). At 
the two-digit level of aggregation welfare loss is further reduced to 78 per cent. 
However, even where studies are based on firms, aggregation errors will 
occur if the firms sell their output in more than one market, since the 
power of a multiproduct firm will vary between the different markets in 
which it operates. 

Aggregation may give a misleading impression of the distribution of 
welfare losses by market. Many studies show the distribution of welfare 
losses at the level of the industry. For instance, Siegfried and Tiemann 
(1974) found large losses in the motor vehicle, petroleum refining and 
plastics industries. However (as noted in Chapter 3), industries rarely 
contain the same group of firms as markets. Using a Cowling and Mueller
type approach causes similar difficulties since the studies concentrate on 
large firms - which are invariably multiproduct, operating in several 
markets. These points have particular significance for policy. Certain 
markets could be imposing large welfare losses, but escape the attention of 
the authorities. 

REASONS FOR THE DEVELOPMENT OF MONOPOLY 

The means by which a firm acquires its dominant market position is 
relevant to its effects on welfare. Traditional theory postulates three 
explanations for the development of a monopoly: stochastic factors, cost 
conditions and mergers. The stochastic explanation asserts that differences 
in firm sizes are the result of chance. According to Gibrat's law (Chapter 2) 
markets will become progressively more concentrated as a few firms (by 
chance) experience successively high growth rates. This suggests an under
lying tendency to the development of monopoly that is not amenable to 
government control. However, Gibrat's law is difficult to reconcile with the 
fact that, across different economies, it tends to be the same industries that 
are highly concentrated. 

The number of firms that can profitably operate in a market will depend 
on the shape of the long-run average cost curve compared to market 
demand. Where scale economies become exhausted only where output is 
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high in relation to demand, the number of firms serving that market will 
tend to be few. Hence where technological change enhances prospects for 
scale economies, market concentration will increase. 

Horizontal mergers within the same industry may also cause greater 
concentration. The motive for merger may be greater market power, or the 
desire to rationalise production or distribution methods, to economise on 
transaction costs and, generally, to make more efficient use of resources. In 
all of these cases, the development of monopoly not only gives the 
opportunity for increased market power but it may also bring the prospect 
of improvements in the use of resources. Recognition of these beneficial 
effects tempers the traditional neoclassical argument against monopoly. 

MONOPOLIES WITH COSTS LOWER THAN THE COMPETITIVE 
REFERENCE 

Figure 5.2 illustrates the case where costs are lower in monopoly (MCm) 
than under perfect competition (MCc)· Under perfect competition price 
will be OPe and output OQc. A monopoly will charge a higher price of 
OP m whilst restricting output to OQm and cause a deadweight welfare loss. 
The monopolist again makes abnormal profits, but here they arise not so 
much from the fact that the monopolist's prices are higher, but that his 
costs are lower than the competitive norm. These resource savings in the 
monopoly sector permit increased output elsewhere, and if this outweighs 

Price 

~ Alloca tive loss 

~ Productive gain 

Pm 

Pc MCc=ACc 

MCm =ACm 

D 

0 Qm Qc Quantity 

Figure 5.2 The effects on welfare of a monopoly with costs lower than in perfect 
competition 
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the deadweight welfare loss, there will be an overall improvement in 
society's welfare. 

Williamson (1968) notes that this improvement in welfare may occur 
even where cost savings are quite small. This is confirmed by Needham 
(1978, p. 246), who shows that a monopoly price 20 per cent above the 
competitive level requires a cost reduction of only 4 per cent (when the 
value of price elasticity of demand is equal to two) for the productive 
efficiency gains to offset the allocative loss. 

This argument is similar to that of the Chicago School. Demsetz (1973; 
1974b) contends that if some firms have a cost advantage over rivals then 
market concentration will increase, since the competitive advantage this 
confers results in the efficient firms growing over time at the expense of 
others. Profitability rises along with measures of concentration, but the 
causation runs from lower costs to higher profits and greater market 
concentration. Furthermore, prices need not be above the competitive 
reference. Consequently markets work efficiently and in the interests of 
society. 

It is not easy to accommodate the idea of lower costs in monopoly within 
the neoclassical paradigm. The explanation cannot turn on unexploited 
scale economies because that would imply a market in disequilibrium. 
Instead, the monopolist may have lower costs from access to superior 
technology unavailable to firms operating in a competitive environment. 
Yet the neoclassical approach does not explain how such innovation can 
occur (see Chapter 6). Abstracting from this complication, if it were 
possible for monopolists to have lower costs, then policy recommendations 
would no longer be clear cut. Monopolies might or might not reduce 
welfare. It would depend on whether- and the extent to which- their costs 
are higher or lower than in a competitive industry. 

THE RELATIONSHIP BETWEEN MARKET CONCENTRATION 
AND PROFIT 

An alternative method of evaluating monopoly is to investigate empirical 
relationships between the numbers and sizes of firms in a market (a proxy 
measure of market power) and the levels of profit. Here the traditional 
SCP approach would anticipate a positive statistical relationship between 
concentration and profitability (Bain, 1951), or between concentration, 
barriers to entry and profitability (for instance, Bain, 1956, 1968; Mann, 
1966). A positive association would be taken as evidence of market power. 
Effective collusion increases both firm and market profitability and the 
argument is that firms collude more readily in concentrated markets. With 
few firms, interdependence is high, and firms are more likely to anticipate 
effective collusion. Entry barriers are relevant because firms will regard 
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collusion (with its attendant transaction costs) as worthwhile only where 
there are barriers preventing the rapid erosion of collusive profits. 

This explanation of the relationship between concentration and profits 
was widely accepted until the early 1970s. Weiss (1974) reported over 50 
studies supporting the market power hypothesis. The first of these (Bain, 
1951) concluded that only a weak positive relationship existed between 
market concentration and rate of return on equity. This result was gener
ally confirmed by later studies, although work in the UK has given little 
support to the market power hypothesis. 

However, Demsetz's hypothesis suggests a different interpretation. High 
profits in concentrated markets could simply be indicative of greater 
efficiency. Extra tests are needed, and Demsetz suggests a possibility: 

if efficiency is associated with concentration, there should be a positive 
association between concentration and the difference between the rate 
of return earned by large firms and that earned by small firms (1973, 
p. 5). 

This can be contrasted with the traditional hypothesis which makes no case 
for any systematic variation between the rates of return of small and large 
firms in industries with high levels of concentration. 

Another Chicago economist, Peltzman (1977), has developed a test of 
the efficiency hypothesis that is more sophisticated than Demsetz's. Firms 
which make cost-reducing innovations will grow over time, so that rising 
concentration will be associated with falling production costs. This expec
tation was confirmed by his empirical study of the USA 1947-67, and also 
by Lustgarten (1979) who used a simplified version of Peltzman's model for 
the USA for the period 1954-72. Peltzman's work has been criticised by 
Scherer (1979; 1980) for giving insufficient attention to the characteristics 
of markets where increases in concentration had occurred. Scherer argued 
that increased concentration has not been associated with process innova
tions, but with product developments in consumer goods markets. Peltzman 
(1979) defended himself by stating that his simple point was that more 
efficient firms grow faster than others, whatever the reason for the ef
ficiency advantage. 

Further support for this basic efficiency hypothesis comes from Carter 
(1978) and also from Gale and Branch (1982), who show (for the USA) 
that profitability is linked more to high market share (conferred by super
ior products or lower costs) than to levels of market concentration. In 
contrast, more recent work for the UK by Clarke, Davies and Waterson 
(1984) gives little empirical support. 
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THE PERSISTENCE OF ABNORMAL PROFITS 

Empirical studies of market power commonly use a cross-section ap
proach, making the implicit assumption that markets are at (or near to) 
equilibrium. The expectation is that any positive relationship between 
concentration and profits will continue through to future time periods. In 
other words, if such findings are attributed to market power, then it is 
argued that established firms are effectively isolated from potential com
petitors by entry barriers, and that their high profits will persist. This is the 
essence of the traditional concern with market power; as the report of the 
White House Task Force on Antitrust Policy says: 

Above-average profits in a particular industry signal the need and 
provide the incentive for additional resources and expanded output in 
the industry, which in due time should return profits to a normal level. 
It is the persistence of high profits over extended time periods and 
over whole industries rather than in individual firms that suggest 
artificial restraints on output and the absence of fully effective com
petition (1969, 1-8-9). 

However, at any point of time some firms, markets or industries may not 
be in (or even close to) equilibrium. A positive association between market 
concentration and profitability may reflect disequilibrium and so be inad
missible as evidence that high profits are a consequence of market power. 
Only if the relationship is maintained through time is the case made. 

Brozen (1970) was the first to test for this persistence of profits. He 
repeated Bain's pioneering study (1951) of the relationship between con
centration and profits for subsequent time periods. His results show an 
increase in profits in manufacturing in the USA between the two periods 
1936--40 and 1953-7. Decomposing this, there was a slight reduction in the 
profitability of those industries that were highly concentrated in 1935, 
against a marked increase in profitability of the industries with an eight
firm concentration ratio below 70 at the start of the period. In fact, the 
difference in profitability between high- and low-concentration industries 
virtually disappeared; a finding confirmed by Brozen's later work (1980) 
and by Qualls (1974). Even in industries categorised as having 'high entry 
barriers', above-average rates of return were eroded over relatively short 
time periods. 

Additional evidence to question the persistence of profits has been 
provided by Ferguson and Ferguson (1987) for UK industry. This is a 
repeat of Stigler's study in the USA, where he found that: 

the rates of return have no persistent tendency to remain in a fixed 
industrial pattern. It is true that, if we know the rates of return in a 
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TABLE 5.4 Correlations between profits of United Kingdom industries, 1977-84 

Years 

Paired years: 
1977 and 1978 
1978 and 1979 
1979 and 1980 
1980 and 1981 
1981 and 1982 
1982 and 1983 
1983 and 1984 

Six years: 
1977 and 1983 
1978 and 1984 

Actual profits 

0.42 
0.84 
0.65 
0.75 
0.64 
0.48 
0.70 

0.25 
0.47 

Profit ranks 

0.33 
0.72 
0.64 
0.82 
0.83 
0.76 
0.65 

0.19 
0.19 

Note: Industries aggregated at the two-digit level of the Standard Industrial Classification 
1980. 

Source: Ferguson and Ferguson (1987). 

given year, we can predict the hierarchy of rates of return with 
considerable confidence in the next year; the coefficients of successive 
annual rates of return are usually 0. 7 to 0.9. But within a period of 
about six years the correlation has vanished (1963, p. 5). 

For the UK, correlation by year of rates of return for industries aggregated 
at the two-digit level also suggests that previous profits are a poor predictor 
of current profits (Table 5.4) and that the relative profitability of different 
industries (as shown by ranking) varies markedly. 

This evidence challenges traditional thinking. If above- (or below-) 
average profits do not persist, barriers to entry must be generally unimpor
tant, and market power only a passing phenomenon. Together with the 
work of Demsetz and Peltzman, this evidence casts serious doubts upon 
the view that market power is a problem. Instead it begins to suggest that 
high rates of profits could be consistent with an efficient use of resources. 

AN ALTERNATIVE VIEW OF MARKET POWER 

The conclusion of the last section would cause no surprise to Austrian 
economists. They would be sympathetic to attempts by the neoclassical 
economists of the Chicago School to incorporate the effects of time into 
their models, accepting the conclusions of Brazen, Demsetz and Peltzman 
as essentially correct. Austrians are critical of those who ignore the 
competitive process and regard competition as a particular type of market 
structure. To them, the calculation of welfare loss from monopoly power is 
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misplaced effort which can lead only to erroneous policy recommenda
tions. 

Cowling and Mueller's conclusions are a case in point. In essence, 
Cowling and Mueller adopt the view that all abnormal profit and expendi
ture in excess of that necessary to produce the product constitutes a welfare 
loss. This (and other) analysis is based upon comparison between the real 
world and static, equilibrium models which incorporate perfect informa
tion and ignore transaction costs. In effect, they take a snapshot of the 
economy and analyse the resulting array of markets- corresponding to the 
characteristics of the various neoclassical models - on the implicit assump
tion that all markets are in equilibrium. To Austrians, any similarity 
between 'empirical snapshots' and theoretical neoclassical models is super
ficial and illusory. It fails to recognise the competitive process which is 
continually changing market structures. It pays insufficient attention to the 
source of market power, and it misses the point that market power is 
generally transitory. 

The view of competition as a continuing process remedies these defects. 
Monopolies may not arise from mergers or cost conditions, but simply as 
the result of successful product or process innovation. If a firm introduces a 
new product, its success or failure depends upon consumers' responses. If 
sufficient consumers are willing to pay the price asked, then the product 
will stay on the market. Alternatively, if a loss is made, the monopolist will 
withdraw the product. A firm which correctly assesses the market will 
prosper and gain a monopoly position until such time as others are able to 
enter. To go further and conclude that, where such firms have market 
power, resources are inefficiently utilised, is unsound. 

This leads Littlechild to offer an alternative interpretation of the welfare 
loss calculations. Instead of generating a welfare loss, Littlechild considers 
that an innovating monopolist: 'generates a social gain given by his own 
entrepreneurial profit plus the consumer surplus' (1981, p. 358). Freezing a 
market economy at any point of time may reveal markets corresponding to 
that depicted in Figure 5.1, where a monopoly supplier produces output 
OQm and charges a price of OPm. Consider that this relates to the pioneer 
entrepreneur who first discovers an unexploited market opportunity for 
orange juice (see Chapter 2). Austrians argue that the relevant alternative 
to monopolistic production is no orange juice at all, rather than the 
neoclassical alternative of production by many suppliers. Without the 
monopolist, orange juice would not have been produced, so area 3 cannot 
be taken as a measure of deadweight loss to society. Instead, society gains 
area 1 (consumer surplus created) and area 2 (abnormal or entrepreneurial 
profit) as a result of the pioneer's efforts, area 4 being the opportunity costs 
to society of the resources now used to produce juice. Society will gain 
further when other entrepreneurs enter this market. Entrepreneurial profit 
will be eroded and transferred to consumer surplus. As price and output 
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move towards the competitive level, area 3 will also be added to society's 
welfare. 

Pezzoli (1985) is one of the few economists to make any allowance for 
the beneficial effects of innovation in empirical work. He excludes from his 
calculation of welfare loss firms in those industries where research and 
development expenditure is high in relation to total sales (pharmaceuticals, 
electrical engineering and vehicles). This reduces his maximum estimate of 
welfare loss for the Italian economy in 1983 from 9.42 to 5.37 per cent. 
Pezzoli's method fails to capture the essence of Littlechild's argument. In 
principle, though, there is no reason why empirical studies could not 
reinterpret the areas in Figure 5.1 to quantify the beneficial effects of 
monopoly on welfare. 

Austrians argue that monopolies need not be regarded with alarm as 
long as it is possible for rivals to erode their market positions. The profits 
made by a successful innovator will attract competition from other firms in 
the future. Even a firm with ·wo per cent of the market and protected by 
considerable entry barriers may not be able to exploit its monopoly 
position. If the prospects of abnormal profits are sufficiently attractive, 
other firms will have an incentive to break down the monopoly by de
veloping lower-cost production processes or introducing superior products. 

When competition is regarded in this light, a firm with market power 
must be redefined as one which can slow down (or stop) the competitive 
process so as to sustain abnormal profits over longer periods of time. 
Although superficially similar to the neoclassical concept of barriers to 
entry, Austrians believe that competition is not impeded by barriers of the 
kind suggested by Bain (1956) or later neoclassical theorists (Spence, 1977; 
Dixit, 1982). Rather, barriers are viewed as impediments to the market 
process which cannot be overcome through time. They are not (as in 
neoclassical theory) an advantage possessed by a firm at a point of time. 
Consequently, product differentiation or absolute cost advantages are not 
regarded as entry barriers, because they can be eliminated by the develop
ment of new products and by changes in methods of production and 
distribution. In general, the most effective barriers to entry are those 
imposed by the government and backed by the force of law; for instance 
where governments grant legal monopolies, protect domestic markets by 
tariffs and other trade barriers, impose licensing requirements or grant 
exclusive rights to certain practices. These barriers are very difficult to 
circumvent and imply that entry to such markets is essentially under the 
control of the government. 
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CONCLUSION 

Until the 1970s it was generally believed that the empirical evidence 
showing a positive (if weak) association between market concentration and 
profits was evidence that monopoly was harmful to economic welfare. 
Studies which attempt to quantify this effect have often shown the reduc
tion in welfare to be remarkably small (typically under 1 per cent of GNP). 
This by itself suggests that large-scale expenditure by governments to 
control monopoly abuses are unwarranted. 

It is increasingly being recognised that the arguments are not all one
sided. There is now a persuasive minority suggesting that monopoly may 
actually improve society's welfare. If the monopolist has lower costs, then 
productive efficiency gains may outweigh the welfare losses caused by 
market power and empirical relationships between profit and concentra
tion may be explained not by market power but by greater efficiency. 
Futhermore, adopting the Austrian view of competition as a process 
reveals that monopolies are the temporary reward for beneficial - and 
hence profitable - innovation. 

The debate on the welfare effects of monopoly has yet to be concluded. 
Certainly, universal condemnation of monopoly per se is inappropriate. 
The evidence is now pointing to the fact that monopolies are often 
beneficial to society. Where monopoly goes hand in hand with market 
power, what is at issue is the length of time over which this power can be 
sustained. It would appear that barriers are most effective (allowing 
market power to persist) where governments impose restrictions on the 
entry to markets. It seems that it is in these areas that unfettered mon
opolies will be most detrimental to welfare. 



6 Invention, Innovation and 
Diffusion 

The first premise of our undertaking should be noncontroversial: it is 
simply that economic change is important and interesting. R. R. 
Nelson and S. G. Winter (1982, p. 3). 

INTRODUCTION 

An examination of the goods on sale in any town or city will reveal 
relatively few products that have not changed in recent years. Even those 
whose appearance has not altered are now likely to be produced in 
substantially different ways. It may not be surprising to read that the 
introduction of new products, processes and methods of organising produc
tion is responsible for much of the improvement in standards of living. 
However, textbooks often ignore the process of change, concentrating 
instead on the beneficial effects of price competition. This is a major 
omission, for as Schumpeter argues: 

But in capitalist reality as distinguished from its textbook picture, it is 
not that kind of [price] competition which counts but the competition 
from the new commodity, the new technology, the new source of 
supply, the new type of organisation . . . competition which com
mands a decisive cost or quality advantage and which strikes not at the 
margins of the profits and the outputs of existing firms but at their 
foundations and their very lives (1942, p. 84). 

The lack of attention paid to new products and processes in most economic 
texts reflects the difficulty of incorporating the topic within the traditional 
analytical framework. Adopting the assumptions of perfect information 
and using a form of analysis that is largely static is inappropriate to the 
discussion of change. Consequently much of the work in this area has 
concentrated on identifying empirical relationships, while the major theor
etical contributions are associated with economists working outside the 
main stream, such as Schumpeter and other Austrian economists. 

79 
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CHANGE IN THE PHARMACEUTICAL MARKET 

For many goods and services, price competition is less important than 
competition based on the introduction of new products and processes. This 
is vividly illustrated by the pharmaceutical market- an extreme case, but 
one which illustrates the general forces at work within markets. Here a 
firm's success largely depends on its ability to introduce successful new 
products. As an illustration of the speed with which products change in this 
market Tischler and Denkewalter (1966) estimated that only 10 per cent of 
the prescriptions written in 1965 were for drugs that were available fifteen 
years earlier. This is not surprising given the rate at which new products are 
launched. In 1976, Hoffman-La Roche, Hoechst and Bristol Myers each 
introduced over 40 new pharmaceutical products. 

Figure 6.1 shows how the relative positions of the firms in the US 
pharmaceutical market vary, the identity of the market leader changing 
following the introduction of drugs with superior pharmacological proper
ties. As a result of developing successful new products (including the 
tranquilisers Librium and Valium), Hoffmann-La Roche rose from being 
the tenth largest firm in the USA (in terms of market share) in 1962 to 
being ranked second ten years later. In the UK, Pfizer and Lederle held 
two-thirds of the market in broad spectrum antibiotics in the mid-1960s. 
Some ten years later, following Beecham's introduction of ampicillin and 
the expiry of their patents, they were no longer amongst the largest ten 
firms. In the mid-1980s, Glaxo's Zantac is quickly gaining supremacy over 
other anti-ulcer drugs. 

Even where this dominance is based on new products protected from 
imitation by patent laws, pharmaceutical firms remain open to competition 
from the development of better products. Evidence suggests that new 
pharmaceutical products have an average life expectancy of only five years 
before they are rendered obsolete by further developments. 

THE PROCESS OF CHANGE 

According to Schumpeter, there are three stages in the process of change
invention, innovation and diffusion. The first of these (invention) relates to 
the generation of a new idea and its subsequent development to a point 
where the conceptual and practical difficulties of its implementation have 
been overcome. 

The second stage (innovation) occurs when the entrepreneur believes 
that it is worthwhile to commercialise the invention. Schumpeter (1934, 
p. 66) identifies five types of innovation: 

1. the introduction of a new product or service, or an improvement in the 
quality of an existing product or service 
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Firm 1962 rank1 1972 rank 1 Firm 

Lilly Lilly 

Smith Kline 2 2 Hoffman-La Roche 

American Home 3 3 American Home 

Upjohn 4 4 Merck 

Led erie 5 5 Bristol Myers 

Merck 6 6 Abbott 

Parke-Davies 7 7 Pfizer 

Ciba-Geigy 8 8 Ciba-Geigy 

Squibb 9 9 Upjohn 

Hoffman-La Roche 10 10 Squibb 

Abbott II II Smith Kline 

Pfizer 12 12 Johnson & Johnson 

Bristol Myers 13 13 Schering-Plough 

Warner-Lambert 14 14 Parke-Davies 

Schering-Plough 15 15 Searle 

Sterling 16 16 Led erie 

Searle 17 17 Santoz-Wander 

Robins 18 18 Robins 

Santoz-Wander 19 19 Sterling 

Burroughs Wellcome 20 20 Burroughs Wellcome 

Johnson & Johnson 21 21 Warner-Lambert 

Figure 6.1 Ranking of firms in the US market for ethical pharmaceuticals 

Note: 1. Firms ranked by market share. 
Source: Derived from Cocks (1973). 

2. the introduction of a new method of production 
3. the development of a new market 
4. the exploitation of a new source of supply 
5. the reorganisation of methods of operation. 
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Most economists tend to focus narrowly upon the introduction of 
new products and processes which incorporate technological advances. 
Schumpeter's broader definition of innovation covers more of the ways in 
which the use of resources may be improved. This includes the adoption of 
improved organisational routines and the discovery of new markets. It thus 
incorporates the main methods by which economies evolve. 

The entrepreneur cannot know in advance whether his innovation will 
succeed. If his expectations are correct then the innovation will generate 
abnormal profits, as a result either of increasing revenue or reducing costs. 
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Such successful innovation prompts emulation by rivals anxious to improve 
their own profits by eliminating the innovator's cost or product advantage. 
This is Schumpeter's third stage (diffusion). As a result of widespread 
imitation, the innovation will become established and itself form the basis 
for future invention and subsequent innovation. 

WHY DOES CHANGE OCCUR? 

An early explanation of why invention occurs was provided by Taussig 
(1915). He identified spontaneous and induced invention. 'Spontaneous' 
invention occurs simply because of human inquisitiveness, while 'induced' 
invention is promoted by the prospect of financial reward. In the twentieth 
century, competition between firms is largely on the basis of product 
improvements and cost advantages generated by developments in methods 
of production and organisation. It thus seems reasonable to assert that 
there has been an increase in the amount of invention induced by the 
expectation of financial reward. For instance, Schmookler (1966) argues 
that latent demand for a product stimulates its invention. 

Models which incorporate the assumption of perfect information are 
inadequate to explain why invention - and change in general - occurs. 
Consequently economics texts either tend to ignore innovation or just 
discuss the subject empirically. The reasons for this are that, given perfect 
knowledge, there may be no benefits to an innovating firm. Also the 
perfect information assumption is at odds with an environment in which 
uncertainty and disequilibrium prevail. Given the importance of these 
factors, they need to be discussed in some detail before alternative econ
omic explanations of change are considered. 

Accepting that changes are undertaken in order to enhance profits, then 
the process of change can be explained only by models based on perfect 
information which also assume barriers to entry. These allow a firm to reap 
the benefits of its innovation - at least for a while - even when others are 
aware of the change. Where entry is easy, imitation of a new product or 
process would be instantaneous and widespread. Innovation would there
fore be irrational since the extra costs incurred in research and develop
ment would bring no prospect of enhanced profits. The only circumstance 
in which a perfectly competitive industry would innovate is where it 
introduces an innovation developed elsewhere, for example in a non
perfectly competitive capital goods industry. This case can explain the 
adoption of a new production process, but not the introduction of a new 
product. 

Where agents have perfect information, any disequilibrium will be 
transitory. In practice, markets are likely to be in disequilibrium for some 
time; equilibrium will not be restored until diffusion has eliminated all 
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innovatory profits, and empirical studies suggest this may take several 
years. Furthermore, disequilibrium is likely to be the norm because of 
ongoing innovation, markets having no opportunity to reach long-run 
equilibrium before subsequent changes again provide shocks to the system. 
As Schumpeter has argued: 

Now a theoretical construction which neglects this essential element of 
the case [disequilibrium] neglects all that is most typically capitalist 
about it; even if correct in logic as well as in fact, it is like Hamlet 
without the Danish prince (1942, p. 86). 

Innovation takes place in an environment where uncertainty is endemic. 
This makes the assumption of perfect information invalid, and the attain
ment of profit (or other) optimisation objectives impossible. Where change 
is continuous and unpredictable, even those economic agents who take 
steps to reduce their ignorance will make mistakes. Uncertainty can be 
removed only if past experience can be used to predict the chance of 
achieving a certain outcome. Since each decision is unique, such accuracy 
is impossible. Also, efforts to acquire information can only reduce uncer
tainty, not eliminate it. Some models have attempted to overcome these 
limitations by recognising that information is both imperfect and costly to 
acquire, while incorporating less ambitious objectives, - such as the 
maximisation of the mathematical expectation of profit. Whilst this in
creases realism, it is still unsatisfactory, because in these models entrepre
neurs do not make mistakes. Furthermore the refined models continue to 
ignore the transaction costs and problems involved in correctly interpreting 
and disseminating the information within the firm and the complication of 
changes in consumers' tastes. 

These shortcomings are not present in the Austrian-Schumpeterian 
approach, which is (consequently) more able to incorporate the process of 
change. This approach assumes that information flows are far from perfect, 
and that competition is a process occuring through time. Entrepreneurial 
(abnormal) profit gives the incentive for firms to develop (and to market) 
superior new products and processes. In this alternative framework, inno
vation is the major mechanism by which firms compete. By successfully 
introducing new ideas ahead of other firms, a firm can enjoy abnormal 
profits which will persist until the new idea has been widely adopted by 
rivals. 

Diffusion may take a considerable time; rivals will not respond simul
taneously. Entrepreneurs vary in their alertness to market developments, 
so different lengths of time will pass before they recognise the superior 
attributes of the innovator's product or production process. Even if entre
preneurs simultaneously perceive the same new information, they may 
vary in their response, because of different attitudes to risk and different 
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perceptions of potential profit. In addition, some types of innovation will 
alert rivals faster than others. A product innovation, for instance, is more 
apparent to rivals than a process innovation, which leaves the product 
unchanged. 

The Austrian-Schumpeterian approach thus provides a sounder theor
etical explanation of the process of change. Firms have an incentive to 
innovate and introduce new ideas. The assumption of imperfect knowledge 
(together with a differential response by entrepreneurs) ensures that 
innovators will be rewarded by a period of abnormal profit before it is 
subsequently eroded by rivals. This approach also provides a different 
perspective on the patent system. It shows that patents can only slow down 
(rather than prevent) the diffusion process. This result arises because the 
published patent specification itself acts as a source of information which 
rivals may use to help develop methods of imitation that circumvent the 
existing patent. 

INVENTION 

In popular usage, invention invariably refers to advances in science and 
technology. This definition is unnecessarily restricting. The term can be 
applied more broadly to the generation of any new idea. Invention can not 
only encompass the creation of a new product involving scientific advance 
(for example, the invention of synthetic penicillin) or process (like the 
invention of the float method of producing flat glass), but it can also 
include developments which do not incorporate any scientific advance. 
Thus the entrepreneur who (using existing technology) discovers a way of 
combining factor inputs to produce a new product is an inventor. An 
example is the invention of the credit-card and the organisation required to 
make it effective. 

Schumpeter's concept of innovation is useful because it suggests that -
even if no further scientific advance took place - much progress could be 
made simply as a result of entrepreneurs utilising existing know-how to 
develop improved products and processes. Admittedly, scientific advance 
sets an upper limit to economic progress. As Freeman argues: 

No amount of improvement in education and quality of labour force, 
no greater efforts by the mass media, no economies of scale or 
structural changes, no improvements in management or in govern
ment administration could in themselves ultimately transcend the 
technical limitations of candle-power as a means of illumination, of 
wind as a source of energy, or iron as an engineering material, or 
horses as a means of transport (1974, p. 20). 
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Scientific advances, though, will always be inextricably linked with other 
types of invention. Society did not benefit from the discovery of iron, but 
from the invention of new products and processes using this scientific 
advance. Scientific inventions typically require complementary advances 
before their benefits to society can be realised. 

THE IMPORTANCE OF INNOVATION 

The successful introduction of an invention will generally lead to an 
improvement in society's welfare. The main qualification to this statement 
comes from recognising that more resources devoted to the enhanced 
products and processes of the future implies less resources devoted to the 
production of current goods and services. A trade-off therefore exists 
between current and future levels of welfare. Society will be willing to 
forego current welfare if it receives sufficient increases in future levels of 
welfare to compensate for this current loss. This balance is crucially 
dependent upon the rate at which society discounts future benefits: the 
lower the figure, the greater should be research and development activity, 
and vice-versa. However, whilst (ignoring the effects of taxation) the 
market rate of interest can be taken as a proxy for individuals' willingness 
to forego marginal changes in current benefits in exchange for future 
benefits, economists have failed to determine at what rate society should 
discount future benefits. 

Despite this, innovation has been a major source of improvements in 
welfare. Economists first became aware of its quantitative importance in 
the 1950s while analysing the factors contributing to economic growth. 
Solow (1957) found that the usual explanations for increased output 
(increases in the employment of labour and capital) accounted only for a 
relatively small proportion of increased output per man-hour in the USA 
during the period 1909-49. Instead, most of the gain in productivity was 
attributed to improvements in the quality of the labour force and to 
changes in production processes. Although Solow failed to distinguish the 
relative importance of these two factors, it is likely that the contribution of 
innovation was substantial. 

Denison (1974) undertook a similar study, again with the object oftrying 
to explain economic growth. He was able to estimate the contribution to 
output of improvements in the quality of the labour force, but he found 
that changes in production methods were more important, being respon
sible for 48 per cent of the increase in output per worker for the USA over 
the period 1929-69. This result confirmed the findings of an earlier study of 
advanced economies (Denison, 1967). 

Neither Denison nor Solow take into account the welfare-enhancing 
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effects of product innovation. Furthermore, their work has been ques
tioned because their analysis assumes that markets are in equilibrium. 
Despite these criticisms, Denison's and Solow's conclusions are similar to 
those of Nelson and Winter (1982) who use a more sophisticated model. 

THE WELFARE EFFECTS OF PRODUCT INNOVATION 

Greater insight into how innovation enhances welfare can be obtained by 
focusing on the impact of different types of innovation at the level of the 
firm and market. Product innovation may be classified as either 'incremen
tal' or 'fundamental'. Incremental product innovation involves the intro
duction of a superior product into an existing market. When compared 
with its predecessor, this new product may have at least one extra desirable 
characteristic or simply be better endowed with the same characteristics. 
Competition between car manufacturers, for example, has led to the 
development of such features as improved comfort, lower noise levels, 
better performance and fuel efficiency. The new product will be more 
highly valued by consumers and, at an unchanged price, will attract sales 
away from rivals. For the innovating firm, this causes a rightward shift of its 
demand curve. In contrast, fundamental product innovation takes place 
when a new market is opened up and the innovator starts to satisfy a latent 
demand. Examples of this are the market for business microcomputers 
discovered by Apple in the 1970s and home computers exploited by 
Sinclair a few years later. 

Figure 6.2 illustrates an incremental product innovation by a monopoly. 
(As already noted, there is no reason for product innovation to occur in a 
perfectly competitive market.) In this, and the following analyses, constant 
average costs are assumed for simplicity. It is also assumed that the 
marginal cost of the new product is the same as that of the product it 
displaces. 

Before the new product is introduced, price and output are OP1 and OQ1 

respectively. After adopting the innovation, the demand curve shifts to the 
right, price rises to OP2 and the new equilibrium output rises to OQ2 • 

Before the innovation net welfare is measured by areas 51 + .n:1 whereas 
after the innovation is adopted net welfare equals areas 52 + .n:2 • Monopoly 
profits have increased (.n:2 rather than .n:1). This must be the case, for 
otherwise the entrepreneur would have had no incentive to adopt the new 
product. Similarly, because the new profit-maximising output level must be 
higher after the innovation has been introduced, consumer surplus 52 must 
be greater than 51 • Consequently there has been a net increase in welfare 
as represented by the equation: 
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Figure 6.2 Incremental product innovation under monopoly 

Society will also benefit when a monopolist implements a fundamental 
product innovation. Because the market is not exploited before the innova
tion, the demand curve is latent. The net welfare gain following the 
introduction of the new product is the same as in the equation above, but in 
this case the pre-innovation monopoly profits and consumer surplus are 
equal to zero. 

THE WELFARE EFFECTS OF PROCESS AND 
ORGANISATIONAL INNOVATION 

Process innovation can take several forms. New techniques may be dis
covered which enable the firm to use less of at least one input. Alterna
tively, a method may be found which allows lower cost inputs to be used. 
Welfare is improved with either type of process innovation . With the 
former, resources are released to produce other desired products, while 
with the latter an input with a relatively high opportunity cost is released to 
produce other goods. In both cases, firms adopting the innovation will be 
able to reduce their production costs. 

Organisational innovation relates to the introduction of improved 
methods of administration, sequencing and control. For example, the 
Italian clothing firm, Benetton, discovered that it could respond more 
rapidly and more cheaply to changes in fashion by producing knitwear in a 
neutral colour to be dyed just before dispatch . Such organisational innova
tion will also enable a firm to reduce its costs. Hence it will have similar 
effects on welfare to process innovation. 
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Figure 6.3 Process innovation in a perfectly competitive market 

Figure 6.3 shows the case of a process innovation leading to cost 
reductions in a perfectly competitive industry producing consumer goods. 
It is assumed that the reduction in costs comes from an innovation in the 
capital goods industry - for instance, technical advances resulting in 
improved machinery. This innovation is available to all firms in the 
industry. 

Using the original production process, price and output are OPt and 
OQ 1 respectively. After adopting the innovation, costs and price fall to 
OP2 and the new equilibrium output rises to OQ2 • Before the innovation 
welfare is measured by area 5t , whereas after the innovation is adopted 
consumer surplus increases, raising welfare to area 52 • 

It should be noted that process innovations that reduce production costs 
will result in welfare gains, even if the industry is a monopoly. Figure 6.4 
shows the pre- and post-innovation prices (OPt and OP2), and output 
levels, (OQ. and OQ2), of the monopolist. Using the same approach as in 
the earlier cases, the level of net welfare before the improved production 
method is introduced can be shown to be equal to the level of monopoly 
profit (.n1) plus the associated level of consumer surplus (51). After im
plementing the process innovation, net welfare will be equal to the new 
level of monopoly profit (.n2 ) plus the new associated level of consumer 
surplus (52). Process innovation by a monopolist therefore also leads to an 
increase in net welfare equal to: 
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Figure 6.4 Process innovation in monopoly 

AN ALTERNATIVE VIEW OF THE WELFARE EFFECTS OF 
PROCESS INNOVATION 

89 

The work of Nelson and Winter reinforces the conclusions of the models 
discussed earlier, namely that innovation will enhance welfare. However, 
their framework gives a different perspective on the issue. Nelson and 
Winter (1982) suggest that the calculation of the welfare effects of process 
innovation may be more complicated. This is a consequence of their more 
dynamic approach. Their model is closer to the Austrian-Schumpeterian 
approach, and acknowledges that information flows may not be perfect. As 
a result, the costs of producing an identical product may differ between 
firms. Since a firm's success depends on it having lower costs than its rivals, 
there is an incentive to search for more efficient methods of production. 
This search may take the form of research and development (R&D), either 
to discover new production processes or to enable imitation of rivals' 
superior processes. In other words, firms can choose whether to be inno
vators or imitators. There is no guarantee that either type of search activity 
will be successful, but the expectation of success will be greater, the greater 
the expenditure devoted to search. 

Nelson and Winter investigate two different scenarios of process innova
tion, called respectively the 'science-based' case and the 'cumulative tech
nology' case. In the 'science-based' case, it is assumed that developments 
elsewhere in the economy generate the potential for the industry to achieve 
enhanced productivity. (This is referred to as the 'moving frontier'.) Here, 
a firm's chance of finding a lower-cost production process as a result of R&D 
is dependent upon the current level of R&D expenditure and the rate at 
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Figure 6.5 Dynamic analysis of the welfare effects of innovation 

which the moving frontier is advancing, but the level of R&D expenditures 
in previous years has no effect. In the 'cumulative technology' case there is 
no external technological advance to tap. R&D success is determined by 
both current levels of expenditure and the success of R&D in previous 
years. As Nelson and Winter say: 'An innovative R&D success buys a firm 
not only a better technique, but a higher platform for the next period's 
search' (1982, p. 283). The welfare effects of innovation under both 
scenarios are illustrated in Figure 6.5. Nelson and Winter's approach is 
difficult to represent diagramatically because of its dynamic nature. Figure 
6.5 should therefore be interpreted as showing a snapshot of the evolving 
situation. 

With the science-based case, technological developments in the econ
omy (the moving frontier) imply that firms can discover methods of 
production that would reduce costs to the level OC. More realistically, 
there will be continual developments causing the level of OC to fall over 
time. Consequently, firms are always chasing a moving target. However, if 
all firms achieve cost OC, then (in a perfectly competitive market) price 
would also be OC and the net welfare gain would be represented by areas 
1 + 2 + 3 + 4. In practice, even the firm spending most on R&D would 
be unlikely to discover ways of reducing costs as far as OC, and instead 
would have cost levels somewhat higher (say, at OD, the current 'best 
practice' level). Firms expending less on searching for lower-cost tech
niques will have higher costs (say, equal to OE and OF). Combining these 
findings, the boundary DG represents the various average cost levels in the 
market as a whole. Given the total output from all firms currently in the 
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market, price will be OP*. Actual net welfare is equal to area 1. This falls 
short of the maximum potential gain in welfare (1 + 2 + 3 + 4) for three 
reasons: 

1. excess production costs caused by departures from current 'best prac
tice' -area 2 

2. the loss of consumer surplus which would be obtained if the current 
'best practice' were adopted in a competitive market- area 3 

3. excess production costs because current 'best practice' departs from the 
lowest cost technique which, in principle, is available- area 4. 

Figure 6.5 can also show the welfare implications of Nelson and Winter's 
cumulative technology case. Here, all advances are generated within the 
industry, so area 4 is inapplicable. An interesting aspect of this model is the 
result that a more competitive market may lead to less rapid innovation 
and a higher level of price. An increase in the number of firms in the 
Nelson and Winter model results in greater output, squeezing profits by 
depressing price to a level closer to costs. Whilst this reduces the apparent 
reduction in welfare loss attributable to areas 2 and 3, it may result in an 
overall reduction in society's welfare through time. Reducing the incen
tives to innovate may reduce R&D expenditures and consequently slow 
down the rate at which production costs fall over time. Thus, although 
increased competition currently provides consumers with the benefits of 
lower prices, this may not compensate for the absence of lower costs and 
even lower prices in the future. 

The departures from the maximum welfare gain illustrated above can be 
regarded as more apparent than real. In other words, they could be 
interpreted as a necessary consequence of the process of change. Without 
the incentive of lower costs - and hence the possibility of enhanced profits 
-there would be no reason for the firm to innovate or to imitate. Further, 
the size of this apparent welfare loss will fall over time as more firms adopt 
(or improve on) the current level of best practice. Qualifying this com
ment, it should be remembered that over time both OC and OD will be 
moving downwards, so the maximum potential welfare gain will be con
tinually altering. 

INNOVATION AND EMPLOYMENT 

Although innovation leads to benefits for society as a whole, it does not 
necessarily follow that every member of society will gain. Analysis of the 
effects of innovation on the employment of factors of production will 
identify groups likely to suffer a loss of welfare as a result of change. 

Figure 6.6 shows the impact of a process innovation in a perfectly 
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Figure 6.6 The impact of a process innovation on factor employment in a 
perfectly competitive industry 

competitive industry. Demand and supply curves for the product are 
shown in the upper part of the diagram. Initially the market price and 
output are OP1 and OQ1 respectively. The corresponding derived demand 
curve for labour (N1) is shown below the horizontal axis. (It might equally 
well have shown the derived demand for capital.) Before the process 
innovation, OL1 units of labour are required to produce quantity OQ1 • The 
process innovation, by reducing marginal cost, shifts both the demand for 
labour schedule and the market supply curve to N2 and S2 respectively. If 
the effect of the new production method leaves the capital-labour ratio 
unchanged then the demand for both factors of production will increase. In 
this example, labour demand will increase from OL1 to OL2 , with a similar 
increase in the demand for capital. Alternatively, if the change results in a 
higher capital-labour ratio, then the demand for labour will fall. This is 
shown by the post-innovation demand for labour curve N 3 in Figure 6.6. 

Assuming perfect knowledge and homogeneous factors of production, 
the reduction in welfare suffered by displaced factors will be transitory as 
they will be rapidly re-absorbed into the economy. With imperfect knowl
edge, it may take time for displaced factors to find alternative employ
ment. Also, the expanding industries may require different labour skills. 
Technological unemployment can arise if the growing sector requires skills 
highly specific to the new technology but displaced labour is skilled in more 
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traditional trades. When skills become redundant, the value of human 
capital is reduced. Social problems may also arise, particularly if the 
industries adopting labour-saving innovations are regionally concentrated. 

Innovation leads to welfare gains but (as with any change) some indi
viduals may gain while others lose. Since welfare has increased overall, in 
principle the gainers could compensate the losers. However, while the 
benefits will be generally spread thinly over consumers as a whole, the 
losses will be concentrated on just a few. The latter may well resist such a 
change. 

THE DIFFUSION OF INNOVATION 

The perfect knowledge assumption generally incorporated in the foregoing 
analysis implies that complete diffusion will occur instantaneously. In 
practice, the adoption of an innovation by rival firms may take several 
years. Mansfield (1985) notes that it takes about twelve to eighteen months 
for rivals to become aware of new developments. His earlier work 
(Mansfield, 1968) measured the length of time it took for 60 per cent of 
relevant rivals to adopt the innovation. This time interval varied widely 
from around one year (packaging beer in tin cans), to twenty years (the 
continuous annealing of tin-plated steel). Diffusion was faster the more 
profitable the new process, and slower the greater the capital required to 
adopt the process, but the average diffusion time was over ten years. 

The diffusion process typically follows the pattern illustrated by Figure 
6. 7. Although most studies have considered the diffusion of a process 
innovation, it seems reasonable to assume that the diffusion of a product 
innovation would follow a similar path. The top diagram in Figure 6. 7 
shows the proportion of firms which have introduced the innovation at 
different points of time and is typically an S-shaped curve. The bottom 
diagram presents the information in a different way by showing the rate at 
which firms take up the innovation. This gives a bell-shaped curve. 

One explanation of the S-shaped diffusion curve is that (following 
innovation) all relevant firms are aware of the innovation, but differences 
in the vintage of each firm's capital stock leads to differences in the optimal 
time to imitate. Stoneman (1983) suggests that the largest firms will tend to 
be the first to adopt a process innovation developed in the capital goods 
industry. This is because their larger market share means that the rate of 
return on innovation is more attractive. It will not be worthwhile for firms 
below a certain size to introduce the innovation until it becomes less 
expensive. If the size distribution of firms is approximately normal, then 
the diffusion process will be as shown in Figure 6. 7. 

Another explanation is provided by likening the diffusion process to the 
spread of epidemics, such as whooping cough or flu. For a disease to spread 
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Figure 6. 7 The time path of diffusion of a process innovation 

requires people without immunity to the disease to be exposed to those 
with the infection. Initially there will be few people suffering from the 
disease so the rate of infection will be slow, even with a large population of 
uninfected individuals. As the number infected grows, the epidemic 
spreads more rapidly until it reaches a maximum. Beyond this the spread 
of the epidemic slows because, although there are many infected people, 
there are fewer people left to catch the disease. The spread of information 
may be analagous to the spread of disease. Entrepreneurs need to find out 
about innovations before they can implement them, and this will be 
difficult when only a few firms have adopted them. Conversely, the rate of 
adoption will slow when the process has already been implemented by 
most of the relevant firms. 

A welfare gain is generated when an innovating firm markets a new 
product or introduces a new method of production, but the gains become 
greater as diffusion proceeds. Referring to the previous analysis of the 
welfare effects of innovation, the perfectly competitive model (Figure 6.3) 
may now be interpreted as showing the situation after the diffusion has 
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taken place and the market returned to equilibrium. In the monopoly case, 
the analysis of Figure 6.2 understates the extent to which changes will 
occur. If a monopolist introduces a new and successful product which earns 
abnormal profits, this will act as a spur to other firms (both new and 
existing) to imitate. Unless there are restrictions imposed by government, 
rivals will be able to introduce an effective substitute for the innovator's 
product. Patents may slow down the diffusion process, but they will not 
prevent it if the potential rewards are sufficiently attractive. Imitation 
alters the structure of the market as the monopolist's position is broken 
down. Output increases, depressing the market price. The more extensive 
the imitation, the smaller abnormal profits become. Eventually imitation 
becomes so widespread that price reaches the 'competitive' level where 
abnormal profits are zero. This increases the area of consumer surplus, 
enhancing welfare. 

A similar situation arises with the diffusion of a process (or organisa
tional) innovation. A monopolist implementing a process innovation 
(Figure 6.4) will be rewarded by a higher level of profits, and there will be 
some initial fall in market price as a consequence of the lower costs. Again 
the prospect of enhanced profits will lead others to adopt the same 
techniques to enter the monopolist's market, further reducing market price 
and eroding the monopoly position. 

CHARACTERISTICS OF THE FIRMS AND MARKETS 
PROMINENT IN THE PROCESS OF CHANGE 

Discussion of the process of change needs to be extended to consider the 
characteristics which distinguish those firms and markets that have good 
records for invention and innovation. Research in this area has generally 
concentrated on the importance of firm size and the type of market 
structure. The level of innovation is difficult to measure, so R&D expendi
ture is typically used as a proxy. However, it should be recognised that the 
expenditure on R&D (an input measure) may not be well correlated with 
innovation (an output measure). 

Jewkes, Sawyers and Stillerman (1969) provided evidence on the charac
teristics of firms active at the invention stage. Of 70 important, early 
twentieth-century, scientific inventions only 24 originated in the research 
departments of large firms, with most of the rest originating from research 
institutes, universities and individuals. Similarly, Hamberg (1966) found 
that of 27 important scientific inventions in the period 1946--55, only seven 
were made by large firms. 

Although this might suggest that large firms are relatively bad at gener
ating scientific invention, two points need to be noted. As Freeman argues 
when referring to Jewkes, Sawyers and Stillerman: 'If the list is broken 
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down, the share of corporate R and D is weak before 1930, but dominant 
since' (1974, p. 208). Secondly, since society does not benefit until innova
tion occurs it can be argued that the source of inventions is of considerably 
less importance than the source of innovations, and the evidence suggests 
that large firms are more prominent at this stage. Even Jewkes, Sawyers 
and Stillerman, when referring to invention, conceded that: 

this is, after all, the less important part of the story of technical 
progress and that the real determinants of the rate of advance will be 
the scale and the speed of the efforts made to perfect new commodities 
and devices and to contrive ways of producing them cheaply and in 
quantity (1969, p. 152). 

Turning to innovation, the so-called 'Schumpeterian' hypothesis is the 
most widely tested. It is difficult to discern this view from Schumpeter's 
work since his ideas on the relationships between competition, size and 
innovation change significantly between The Theory of Economic Develop
ment (1934, first published in German in 1912) and Capitalism, Socialism 
and Democracy (1942). However, the Schumpeterian hypothesis is con
ventionally interpreted in two ways; either monopoly or large absolute firm 
size is conducive to innovation. The large absolute size variant of the 
hypothesis stems from a belief that innovation generates only a temporary 
advantage. Where protection from imitation is absent, rewards will largely 
be determined by the rapidity with which the innovator can exploit his 
initial advantage. This will depend on the innovator's organisational abil
ity, especially in marketing and production. It is argued that small firms 
lack the ability to exploit rapidly their innovations and (in consequence) 
earn a smaller rate of return. 

Nelson and Winter's theoretical work provides support for such a link 
between large firms and innovative activity. A given process innovation 
will generate greater returns in the case of a large firm, because the costs of 
the innovation will be spread over a higher level of output. Hence (com
pared to small firms) large firms can generate higher returns to the 
innovation. Another factor favouring large firms is the chance nature of 
returns to R&D. Since a small firm can afford only a small expenditure on 
R&D, it may experience prolonged periods during which it fails to develop 
a successful innovation. This will place innovating small firms at a disad
vantage because (compared to large firms and those following an imitation 
policy) their techniques will often be more dated and (consequently) costs 
will be relatively higher. 

Kamien and Schwartz, surveying the empirical evidence, found partial 
support for the contention that large firm size is conducive to innovation: 

Relative R&D activity, measured either by input or output intensity, 
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appears to increase with firm size up to a point, then level off or 
decline beyond it (1975, p. 32). 

This result is similar to Freeman's (1974). His investigation of a number of 
economies found that R&D programmes are mainly conducted by large 
firms with over 5000 employees, while probably 95 per cent of small firms 
do not have a specialised R&D programme. However, amongst the larger 
firms he also noted that research activity tends to diminish when the firm 
exceeds a certain size. 

The suggestion that Schumpeter regards monopoly as a market structure 
favouring innovation may be misplaced. It stems from his criticism of 
perfect competition that the: 

introduction of new methods of production and new commodities is 
hardly conceivable with perfect- and perfectly prompt-competition 
from the start (1942, p. 105). 

However, this rejection of perfect competition should not be taken as 
automatic support for monopoly as a market structure which promotes 
innovation. 

Many studies have investigated the relationship between market con
centration and R&D expenditure. Kamien and Schwartz's survey of the 
empirical evidence (1975) leads them to reject any relationship between 
monopoly and innovation. Their interpretation of the evidence is that a 
market structure intermediate between monopoly and perfect competition 
might be most conducive to R&D. 

Most tests of both the large absolute size and monopoly variants of the 
Schumpeterian hypothesis fail to consider that the direction of causation 
may be reversed, with innovation leading to the increase in firm size and/or 
levels of market concentration. In addition the tests usually adopt an SCP 
approach which is at variance with Schumpeter's more dynamic attitude. 

Nelson and Winter's work on the analysis of process innovation is closer 
to the Schumpeterian-Austrian approach, and gives rather more support 
to the monopoly variant of Schumpeter's hypothesis: 

not only may a relatively concentrated industry provide a better 
shelter for R&D than a more fragmented industry structure, but that 
production and technical advance may also be more efficient in such a 
setting (1982, p. 350). 

They find that not only does high concentration generate innovation, but 
also that innovation itself leads to increased concentration in markets that 
were initially competitive. Their work also suggests (in the cumulative 
technology case) that greater competition slows down innovation. This 
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occurs because the lower profit margins consequent on the lower price in a 
more competitive market reduce the incentive to innovate. 

Another aspect of their work suggests that concentrated markets may 
not always favour innovation. This would be the case where an 'entrenched 
monopoly'- an established large firm, unwilling to innovate, but able to 
imitate rapidly - creates a dynamic barrier to entry against small inno
vators. For there to be a serious dynamic failure here two further condi
tions must be met. First, international competition must be absent. Sec
ondly, there must be no competition from firms developing innovations 
which use radically different technology; against them, the imitation skills 
of the established dominant firm would be ineffective. 

Nelson and Winter's results stem from some fairly unrealistic assump
tions. For instance, they rule out the possibility of entry, so competition is 
synonymous with the number of firms initially in the industry. Also it needs 
to be borne in mind that Nelson and Winter equate 'monopoly' with four, 
initially equal-sized firms in a market (referred to as 'tight oligopoly') and 
'competition' with sixteen such firms. Despite this, Nelson and Winter's 
work is instructive in showing how innovation may influence (and be 
influenced by) market structure, ease of imitation and the rapidity of 
technological change. Innovation is more effective than imitation in en
hancing a firm's profits in industries where rapid technical progress is 
taking place. In contrast, imitation is the more successful strategy in 
industries where underlying scientific advance is relatively slow and imita
tion easy. 

Nelson and Winter's conclusions as to the variables that influence the 
pace of change are consistent with empirical findings. Tables 6.1 and 6.2 
show large variations in R&D intensities between industries in both the 
USA and the UK, with high levels of R&D expenditure in those industries 
where scientific advance is rapid and low levels in mature, slowly
advancing, industries. 

CONCLUSION 

Economic theory has to explain a world in which change is endemic. In this 
context, the traditional theoretical approach based on the assumption of 
perfect knowledge is limited, because it treats innovation as an exogenous 
shock to which firms have to respond. A more fruitful approach is to regard 
research and development and innovation as activities undertaken to 
further a firm's objectives. With this approach, entrepreneurs expend 
resources on invention and innovation if they believe, ex ante, that this will 
result in abnormal profits that will persist at least until the costs of the 
development have been recouped. Whether a firm competes by introduc
ing new products and processes, by discovering new markets or on price 
will be determined by the relative attractiveness of these alternatives. 
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TABLE 6.1 Research and development expenditures by industry as a percentage 
of sales and value added for selected United Kingdom industries, 
1981 

Total Total Company-
funded 

Product group R&D/Sales R&DNalue R&DNalue 
added added 

(%) (%) (%) 

Bricks, cement, building materials 0.3 0.7 0.7 
Pottery, china and glass 0.9 2.0 1.9 
Chemical industry 

Total 3.3 10.9 9.3 
Synthetic resins and plastics 2.4 14.8 13.9 
Paint 1.1 3.4 3.4 
Pharmaceuticals 11.3 23.6 19.8 

Metal goods 0.2 0.6 0.6 
Mechanical engineering- Total 1.1 2.4 1.6 
Office machinery 7.1 16.4 8.1 
Electronic data processing machinery 12.7 24.9 16.8 
Electrical and Electronic engineering 

Total 7.6 17.5 6.2 
Radio and electronic capital goods 26.4 54.4 11.6 
Electronic consumer goods 2.3 9.2 7.5 

Motor vehicles and parts 1.7 5.3 4.8 
Aerospace equipment 16.0 37.3 7.5 
Food, drink and tabacco 0.2 1.0 0.9 
Timber and wooden furniture 0.1 0.1 0.1 

All manufacturing 2.0 5.6 3.5 

Source: Department of Trade and Industry, Business Statistics Office (1985) Table 18. 

TABLE 6.2 Research and development expenditures by industry as a percentage 
of sales for selected United States industries, 1975-83 

Industry group 1975 1980 1983 

Aircraft and missiles 12.7 13.7 15.8 
Electrical equipment 6.5 6.6 8.6 
Machinery 4.8 5.0 5.8 
Chemicals and allied products 3.7 3.6 4.4 
Motor vehicles, transport equipment 3.3 3.9 3.8 
Professional and scientific instruments 5.9 7.5 9.3 
Petroleum refining 0.7 0.6 n.a 
Primary metals 0.8 0.7 n.a 
Rubber products 2.5 2.2 n.a 
Fabricated metal products 1.2 1.4 1.5 
Food and kindred products 0.4 0.4 n.a 
Paper and allied products 0.9 1.0 n.a 
Stone, clay and glass products 1.2 1.4 n.a 

Total industry 3.1 3.8 3.8 

Source: United States Department of Commerce, Bureau of the Census (1986) Table 1001. 
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Firms pursuing innovation strategies are more likely to be large firms 
(perhaps monopolies) in areas where scientific and other advances are 
rapid. However, the features leading to success in innovation are the same 
as those which generally lead to success - in short, effective entrepreneur
ship. 



7 The Foundations of Industry 
Policy 

When we come to industry policy, ... It is true to say that academic 
economists still attend conferences in the hope that they might acquire 
a clearer view of what it really consists of and of course, in fairness, 
what rationale if any lies behind it. D. Swann (1983, p. 3). 

INTRODUCTION 

When economists turn their attention from theoretical work towards 
problems of public policy they often become schizophrenic. In theoretical 
work, careful attention is paid to the logical derivation of conclusions from 
initial assumptions. These same theoretical models then become the found
ation for policy prescriptions, with little thought as to their real world 
relevance. 

Nowhere is the contrast between meticulously-derived theory and 
loosely-derived policy prescriptions greater than in the area of industry 
policy. Economists invariably argue that governments should intervene in 
industry when markets fail to provide an efficient utilisation of resources. 
Unfortunately discussion of the circumstances in which market failure 
occurs is often inadequately developed. Furthermore, in practice, govern
ments often intervene for reasons that have (at best) only a hazy connec
tion with market failure. 

It is important that the case for industry policy be made with more care: 
objectives should be clearly specified, theoretical justification spelled out, 
and the resource implications carefully analysed. In a changing and uncer
tain environment, it is impossible to measure the success of a policy; nor 
can the costs of the policy on other areas of the economy be readily 
identified. Alleged cures for market failure need to be well thought out: 
otherwise they may do more harm than the problem they aim to treat. 

101 
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WHAT IS INDUSTRY POLICY? 

Most government action has some effect on the industrial sector of the 
economy. In many instances, this is simply a consequence of policy 
elsewhere- for example, import controls to help the balance of payments, 
prices and incomes policies aimed at countering inflation and increases in 
interest rates to control the money supply or to halt an exchange rate 
depreciation. In other instances, government action has a more deliberate 
effect on the operation of industry, but would generally still not be 
considered as 'industry policy'. This is because the main objective is to 
influence some other aspect of the economy, as in the cases of expenditure 
on infrastructure, and on education. 

'Industry policy' usually describes just those policies where the main 
direct effect is on individual firms and industries, or on industry as a whole. 
As Lindbeck defines the term: 

By industry policy is meant political actions designed to affect either 
the general mechanisms of production and resource allocation or the 
actual allocation of resources among sectors of production by means 
other than general monetary and fiscal policies which are designed to 
influence various macro-economic aggregates (1981, p. 391). 

Typical examples are competition policy intended to affect markets with 
certain characteristics or firms pursuing certain types of behaviour; re
gional policy to influence the spatial location of industry; innovation policy 
to influence the technology used by firms; and trade policies designed to 
protect specific firms and industries. 

In practice, industry policy is predominantly directed at the industrial or 
secondary sector of the economy, but there is no reason why the types of 
policies advocated (and the theoretical arguments that justify them) cannot 
be applied to the primary and tertiary sectors of the economy. This is likely 
to be increasingly the case with the continued development of the service 
sector in advanced economies and the growing interdependence of industry 
and services. 

THE THEORETICAL CASE FOR INDUSTRY POLICY 

Economists normally argue that intervention in industry is justified if it 
results in a net increase in economic welfare. Any change will benefit some 
people, whilst adversely affecting others. As long as those who gain could, 
in principle, compensate those who lose whilst still deriving benefit from 
the change, then welfare is enhanced (this is the 'potential Pareto improve
ment criterion'). Although a theoretically sound objective, changes in 
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economic welfare are difficult to quantify. Proxies - such as improved 
employment, increased output or a more favourable balance of trade -
must be rejected because they are often poorly related to economic 
welfare. For instance, measures to increase employment or output could 
lead to the production of a quantity, quality and mix of goods and services 
whose inappropriateness leads to an overall reduction in society's welfare. 

The time dimension adds a further complication. There is a trade-off 
between current and future levels of welfare. Assuming full employment, 
more resources devoted to the production of goods and services in the 
present implies fewer resources devoted to investment aimed at enhancing 
future production. Society will be willing to forego current welfare if it is 
compensated by a sufficient increase in future welfare. The rate of compen
sation depends on the rate at which society discounts future benefits; the 
lower the rate of discount the greater the quantity of resources that should 
be devoted to investment and to research and development (R&D) activ
ity. The market rate of interest can be used to derive an individual's 
willingness to forego marginal changes in current benefits in exchange for 
future benefits. Unfortunately, economists have failed to determine at 
what rate society should discount future benefits. 

It is argued that government intervention can improve welfare in cases 
where markets fail to provide an efficient utilisation of resources. Five 
circumstances are cited where markets produce levels of output that are 
not optimal from the viewpoint of society: 

1. monopoly 
2. public goods, such as defence 
3. externalities, such as pollution or congestion 
4. common property rights 
5. differences between private and social time preference rates. 

If these circumstances are to provide the rationale and justification for 
industry policy, the conditions in which they occur need to be carefully 
specified. Discussion is often incomplete, missing the crucial point that 
market failure cannot occur under the assumptions of perfect information 
and zero transaction costs (Coase, 1937; 1960), as they will be corrected 
automatically and costlessly by informed economic agents. 

The transaction cost approach (Chapter 1) presents a way of recapturing 
market failure. This approach rejects the neoclassical assumption that 
economic agents can assimilate and rationally interpret unlimited amounts 
of information. This is Simon's concept of 'bounded rationality': 

The capacity of the human mind for formulating and solving complex 
problems is very small compared with the size of the problems whose 
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solution is required for objectively rational behaviour in the real world 
(1957, p. 198). 

Combining bounded rationality with imperfect information means that 
individuals will differ in the amount (and type) of information they possess. 
As a result, decisions are made in an atmosphere of uncertainty, which 
creates opportunities for individuals to take advantage of favourable 
developments. It also allows economic agents to make mistakes, and to 
engage in deceitful and untrustworthy behaviour. In addition, the transac
tion cost approach recognises that agents will be seeking the most cost
effective method of achieving a particular objective. Consequently, their 
decisions will often include a consideration of such costs as those of 
acquiring information, of making, monitoring and enforcing contracts, and 
of policing legal rights. In such an environment- where information flows 
are imperfect, and (partly because of this) transactions between parties 
incur costs - market failure again becomes a theoretical possibility. The 
five types of market failure then merit further discussion. 

MARKET FAILURE ARISING FROM MONOPOLY 

Traditional analysis shows that monopoly leads to an inferior allocation of 
resources by restricting output below the competitive level. An optimal 
allocation of resources requires output to be increased until the marginal 
benefit derived by consumers (indicated by the demand curve) equals the 
marginal cost of production. It is argued that this level of output will not be 
attained because the monopolist maximises profit by equating marginal 
cost with marginal revenue. The result is a reduction in consumer surplus 
and a deadweight loss of welfare to society (see Chapter 5, and Figure 5.1). 

Coase's analysis shows that this outcome is unstable because of the poten
tial for an improvement in the welfare of both the monopolist and con
sumers. Given the assumptions of perfect information and zero transaction 
costs, they could share the extra benefits of an increase in output without 
incurring any costs. For instance, the monopolist might agree to supply his 
product to customers at marginal cost in exchange for a lump-sum payment 
at least equal to his former 'profit-maximising' level of profit. The dead
weight welfare loss would then be distributed between producer and 
consumers, depending upon their respective bargaining abilities, but to the 
benefit of both. 

This conclusion is critically dependent on the absence of transaction 
costs. In practice, the costs incurred by a producer in identifying customers 
and striking bargains with them individually may be punitive. Instead, the 
monopolist may find that the best way to maximise profits is to adopt the 
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simple policy of charging all consumers a common price. This is, of course, 
a return to setting price by equating marginal cost and marginal revenue. 

PUBLIC GOODS 

A public good has two characteristics. First, non-rivalry in consumption 
ensures that consumption by one individual does not reduce the quantity 
available to others. Secondly, it is impossible to exclude from consumption 
individuals who have not paid for the product. Defence is the classic 
example. 

An individual's demand curve shows how highly he values each extra 
unit of the good. With non-rivalry in consumption, individual demand 
curves are summed vertically to show the marginal benefit derived by 
society from any given level of output. In Figure 7.1, marginal social 
benefit (MSB) is the sum of individual demands DA and DB. The socially 
optimal level of output, OQopt• is where marginal social benefit equals the 
marginal cost of production (MC). The cost of the public good is divided 
between consumers according to how highly they value it. Thus individual 
A pays OPa, while individual B pays OPb. Conventional analysis suggests 
that market forces would produce a sub-optimal level of output because it 
would be in an individual's interest to understate his valuation of the good 
in order to reduce his contribution towards the costs of provision. This is 
the 'free-rider' problem. For instance, if individual B argues that the public 
good is worthless to him then the market would underprovide. Output 
level OQmkt (reflecting just the valuations of individual A) might result. 

Price 
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Figure 7.1 The public good argument for market failure 
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Such an outcome was referred to in 1776 by Adam Smith, when he 
argued that the sovereign has the duty: 

of erecting and maintaining those public institutions and those public 
works, which, though they may be in the highest degree advantageous 
to a great society, are, however, of such a nature, that the profit could 
never repay the expense to any individual or small number of individu
als and which it therefore cannot be expected that any individual or 
small number of individuals should erect or maintain (1961, vol. II, 
p. 244). 

This underprovision can occur only if information is imperfect and transac
tions costly, otherwise consumers and producers would realise that poten
tial gains exist because the marginal benefit derived from extra units of 
output exceeds their marginal cost. Furthermore, no individual would be 
able to hide his valuation of the public good in order to free-ride. In such 
circumstances, mutually beneficial exchange will occur between individu
als, raising output to the socially optimal level. 

EXTERNALITIES 

An externality arises when social costs and benefits do not coincide with 
private costs and benefits - for example, where the market fails to reflect 
all the economic costs and/or benefits resulting from an undertaking, or 
where an economic agent fails to take account of the effects of his own 
activities upon others. Consider a chemical factory polluting a river which 
is used by a brewery downstream. The traditional argument is that the 
actions of the chemical firm generate an external diseconomy causing a 
divergence between marginal private cost (MPC) and marginal social cost 
(MSC). Chemical production is at OQ1 (Figure 7.2) instead of the socially 
optimal level of OQ2 and this leads to a loss of welfare. 

Where individuals have clearly assigned property rights, Coase's work 
again shows the above outcome to be unstable. Property rights (conferred 
either by law or by custom) allow an economic agent exclusive use of a 
particular property. The property does not have to be tangible - it could, 
for instance, be an idea that has been patented. The owner of a property 
right can seek legal protection against infringement, and is at liberty to 
transfer the property right as he choses. 

Where property rights are well assigned, externalities will not occur 
because of the gains (equal to the size of the welfare loss) which can be 
realised through negotiation. Assume that the chemical firm is faced with 
the prospect of successful litigation by the brewery, which has been granted 
a property right to unpolluted water. It will choose the cheapest of the 
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Figure 7.2 The externality argument for market failure 

following options. It will either fully compensate the brewery for the 
infringement of its property right and continue polluting at the original 
level, or install methods to eradicate pollution, or partly control pollution, 
paying reduced levels of compensation. Alternatively, if it is assumed that 
the chemical works has a property right which allows it to pollute, then the 
brewery may be willing to pay the costs of reducing the level of pollution by 
the chemical works. This may be cheaper for the brewery than installing 
water purification plant. Whichever alternative results (and regardless of 
the initial allocation of the property right), output will correspond to the 
socially optimal level because the chemical firm is now operating on the 
marginal social cost curve. 

Without the assumptions of perfect information and zero transaction 
costs, a socially optimal outcome may not result. Consider a factory whose 
pollution affects a large number of people who have a legal right to clean 
air. This right will not be effectively enforced if the transaction costs in 
taking legal action outweigh the potential gains. In such circumstances, 
externalities must reduce society's welfare. 

The situation is further complicated if property rights are not clearly 
assigned. Thus the chemical factory may be unclear as to its right to pollute 
and the brewery as to its right to draw clean water. In some cases, 
ambiguity over ownership of property rights may encourage litigation in 
the hope of establishing legal rights. More often it seems likely to reduce 
the willingness of individuals to use the judicial system, since it both 
increases the costs of litigation and reduces the chance that the action will 
be successful. In a sense, this is not an example of 'market failure' . Because 
property rights are unclear, the market is less able to function effectively. 
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COMMON PROPERTY RIGHTS 

Where property rights are not assigned to individuals but are held in 
common, there will be little incentive either to conserve or to improve the 
common property. With imperfect information and positive transaction 
costs, a loss of welfare may result because one co-owner has no reason to 
pay regard to the impact of his own actions upon other co-owners of the 
property right. For instance, there may be heavy costs in trying to reach 
agreement between all individuals, or in trying to exclude 'free-riders'. 
This explains why seas are overfished and common land overgrazed. There 
is little to rectify the situation because the returns consequent on restock
ing fisheries or improving land, cannot be entirely appropriated by the 
person undertaking the investment. 

DIFFERENCES BETWEEN PRIVATE AND SOCIAL TIME 
PREFERENCE RATES 

Economic actions are usually effective over time rather than at a point in 
time. A firm's investment decision, for example, requires a current com
mitment of resources in exchange for anticipated future benefits. The 
problem arises of comparing benefits received at different points in time. 

For the individual, this is fairly easily resolved. A household saves (or 
borrows) in order to improve its pattern of consumption over time. 
Current consumption is generally more highly valued than future consump
tion, if only because the individual is not certain about his life-expectancy. 
Consider a consumer who is just willing to forego £1 's worth of current 
consumption in exchange for £1.10's worth of extra consumption in one 
year's time. He is said to have a marginal time preference rate (MTPR) of 
10 per cent per year. With a market rate of interest of 20 per cent, this 
consumer would increase his welfare by saving (abstaining from current 
consumption). £1 saved would result in repayment, of principal plus 
interest, of £1.20 in a year's time. In these circumstances, saving leads to an 
enhancement of the individual's welfare, but there are forces to limit the 
total amount of saving individuals undertake. According to the law of 
diminishing marginal utility, the lower the level of current consumption (as 
a result of saving) the more highly each unit of consumption will be valued. 
Conversely, the extra consumption in the future made possible by this 
saving would become progressively less valuable. Thus the consumer's 
MTPR would increase with his level of saving. His welfare would be 
maximised when his MTPR equals the market rate of interest. Whilst 
individuals differ in their preferences between current and future consump
tion, if they face a common rate of interest their marginal time preference 
rates will be equal in equilibrium. Differences in the income tax positions 
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of individuals, taxes on companies' profits and different interest rates for 
borrowing and lending complicate but do not fundamentally alter the 
analysis. (Evaluation of business investment projects, using the 'net pres
ent value rule' with the market rate of interest as the cost of capital, 
follows a similar procedure, and can likewise be shown to maximise 
welfare.) 

Social time preference is analogous to individual time preference. It 
refers to the rate at which society evaluates returns arising in different time 
periods. Markets fail if the rate of interest does not reflect the social time 
preference rate. This occurs when there is a divergence between the time 
preference rate for all individuals and that for society as a whole. One 
reason for such a divergence is that the composition of individuals within 
society is constantly changing. Individuals may be faced with the choice of 
foregoing consumption now to invest in a project whose main benefits will 
be to future generations. Here the MTPR of individuals is likely to be 
higher than a social MTPR which includes welfare effects on future 
generations. Conversely, it could be argued that the social MTPR is 
greater than individuals' MTPR. This could be the case where there is 
rapid technological advance, and it is likely that future generations will 
enjoy much higher standards of living. In both these situations, the level of 
investment undertaken will be sub-optimal, and there may be a case for 
government intervention. 

GOVERNMENT INTERVENTION TO CORRECT MARKET 
FAILURE 

Analysis of the exact circumstances in which markets fail provides a basis 
for discussing corrective policy measures. It is crucial to recognise that the 
case for industry policy in an uncertain environment depends on imperfect 
information and the presence of transaction costs. This means that tra
ditional economic theory is an inappropriate basis for policy prescriptions. 
Furthermore, when it is recognised that the government may have objec
tives other than the enhancement of economic welfare, and also suffers 
from imperfect knowledge and positive transaction costs, then it becomes 
even more difficult to provide an economic rationale for industry policy. 

A large literature on Public Choice theory (see, for example, Downs, 
1957; Buchanan, 1968; Tullock, 1965; 1976) suggests that many political 
acts can be understood by assuming that the objective is to maximise 
chances of re-election. Such acts are likely to be inconsistent with welfare 
maximisation. A vote-enhancing strategy will cause politicians to intervene 
in cases where market failure arguments do not apply. The consequence 
is that governments may be willing to implement industry support pro
grammes even where the result is to reduce the overall level of welfare. 
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Import controls to protect workers from foreign competition are a good 
example. While such policies benefit clearly identified groups of voters 
(usually involved with production) their costs will be widely distributed 
(and hence less acutely felt). 

This ability of politicians to pursue non-welfare-maximising objectives 
stems from the presence of imperfect information. (This argument also 
explains how, where competitive forces are weak, managers in private
sector firms are able to pursue objectives of which the shareholders would 
disapprove.) If the electorate were fully aware of the costs of intervention 
as well as its benefits, then any policy that failed to enhance overall welfare 
would lead to a net loss of votes. 

Even where motives are altruistic, government intervention to correct 
market failure may not be merited. Government intervention is unlikely to 
be warranted where few parties are involved, property rights are clearly 
assigned and transaction costs are low. In such circumstances, market 
failure is unlikely. For instance, with just one party involved, the brewery 
will easily be able to identify the source of polluted water and arrive at an 
optimal solution by negotiation. However, with air pollution, market 
failure is more likely, even where inhabitants have been assigned a right to 
clean air. The costs to an individual of enforcing his rights will be high in 
relation to the benefits to be gained from clean air. Here legislation and 
effective enforcement procedures to limit pollution, commonly found in 
advanced economies, may increase economic welfare. 

The government may find it difficult to identify cases of market failure. 
Without perfect knowledge, heavy transaction costs will be incurred in 
acquiring the necessary information to intervene successfully. All this is 
very different from the view portrayed by many economic texts. As Kay 
argues: 

More usually in the neoclassical literature it has been traditional to 
presume that if some decision maker is at an informational disadvan
tage, optimality can be rescued through the intervention of some 
omniscient policy maker with privileged access to informational 
secrets (1984, p. 4). 

Assuming market failure has been correctly identified, the government 
faces a further problem in that it cannot know with certainty the most 
appropriate form of intervention. What may be seen as a correct decision 
when viewed in the current time period may lead to an undesirable 
outcome in the future. For example, controls on a monopoly to improve 
the current allocation of resources may lead to reduced innovation. Only 
where the optimal prices, products and technologies of the future are 
currently known could intervention be guaranteed to bring an improve
ment in welfare. 
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Another reason why the presence of market failure is not a sufficient 
condition to support intervention is that government action uses scarce 
resources. Resources will be used in the administration of the policy; 
furthermore, intervention may take the form of transferring resources 
towards favoured areas. There is also a dynamic impact. Government 
actions may induce changes elsewhere in the economy. Taxation to finance 
grants to small firms, for instance, may deter other firms from undertaking 
the investment required to maintain their future competitiveness. In sum
mary, the government should try to correct a market failure only where the 
potential benefits exceed the costs of correction. 

Finally, it is impossible ever to know whether industry policy has been 
successful. Intervention itself alters the future state of the world, but is not 
the only force leading to economic change. In order to evaluate the impact 
of policy, those changes which are the result of intervention need to be 
identified. However, this requires knowledge of the state of the world 
which would have prevailed in the absence of intervention. Consequently, 
judgements of the success of a policy must turn on qualitative arguments. 

These problems leave governments with a dilemma. Traditional theory 
can give support to intervention designed to improve the workings of the 
market economy. This would include measures aimed at improving infor
mation flows, at strengthening legal rights and improving the framework 
for their enforcement. (An example of one such policy was the transform
ation of common property into private property in England under the 
enclosure movement of the eighteenth century.) But politicians concerned 
with re-election are often reluctant to adopt such narrow policies. 

The type of policies that are more acceptable politically are those 
directed at improving the dynamic performance of the economy. Such 
policies cannot be justified under traditional theory. Austrian economics 
provides a more satisfactory theoretical framework. However, the type of 
dynamic policies Austrians would advocate are also unlikely to meet the 
requirements of political expediency. Their prescriptions would be limited 
to removing impediments to the operation of the competitive process and 
their benefits would be widely distributed, and hence fairly invisible. In 
consequence, much of the intervention undertaken by governments in 
practice cannot be supported by any theoretical analysis. 

DIFFERENT APPROACHES TO INTERVENTION 

Given the limited theoretical basis for industry policy, government involve
ment is very much a matter of judgement, and it is not surprising that there 
are many differences of opinion about the best approach to adopt. Like
wise, these approaches cannot be precisely evaluated. Nevertheless certain 
desirable features of an industry policy can be specified. First, any policy 
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should be capable of performing well in an environment where lack of 
knowledge and transaction costs are the norm, and where economic agents 
are continually having to adapt to change. Secondly, the opportunity cost 
burden of the policy must not exceed any potential benefits, having regard 
to its static and dynamic effects on the industries involved and also on the 
rest of the economy. 

Four distinct approaches to industry policy can be identified: 

1. laissez-faire 
2. supportive 
3. active 
4. planning. 

The laissez-faire approach is founded on the presumption that information 
flows are perfect, and holds that the market is a better judge of desirable 
actions than government agencies. Most types of intervention commonly 
pursued under the name of industry policy are rejected. Appropriate 
policies are those aimed at strengthening and promoting a competitive 
environment. 

The supportive approach also believes in the underlying superiority of 
market forces, but (in closer conformity with Austrian theory) acknowl
edges the presence of imperfect information and transaction costs. Pro
ponents of the supportive approach would agree with the laissez-faire 
approach in advocating policies to help markets function more effectively, 
but would often disagree over the form of desirable measures. In particu
lar, the supportive approach would argue for intervention to improve the 
allocation and enforcement of property rights, to encourage education and 
entrepreneurship in order to foster the process of economic change. This 
approach also recognises that external constraints may force the adoption 
of less desirable, or 'second-best', policies. For example, if Japan were to 
adopt protectionist measures then Europe would be justified in adopting 
similar policies, with the ultimate intention of enforcing trade liberalisa
tion. 

The active approach argues for wider and more direct government 
involvement in the industrial sector. This approach differs crucially from 
the previous approaches in that market judgements are often supplanted 
by those of government agencies. Selected industries would typically be 
given financial support to promote restructuring and be protected from 
external competition by tariff and non-tariff barriers. Although protected 
from external competition, measures would again be taken to promote 
competition domestically. 

The planning approach is a more extreme version of the active approach. 
Its rationale is that welfare can be improved through centralised planning. 
It argues that central planners are in a better position - because of their 
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superior, economy-wide information - to make welfare-enhancing de
cisions than individual firms. This advantage is greater where information 
flows are imperfect and where the economy is constantly changing. In
tervention is much wider-ranging and more comprehensive than under the 
active approach. 

These policy prescriptions vary because of different perceptions about 
the efficiency of markets and the ability of government agencies to identify 
and to correct market failures. The basic dichotomy in these views is 
between advocacy of non-interference (the laissez-faire and supportive 
approaches) and advocacy of a large element of government involvement 
which includes targetting policies to particular firms, sectors or activities 
(the active and planning approaches). The greater the belief in the efficacy 
of the market and in the impotence of government agencies, the greater 
the tendency to reject intervention and to favour an essentially 'hands-off' 
industry policy. Similarly, the greater the doubt that the principal objective 
of politicians is the enhancement of society's welfare, the greater the 
tendency to advocate an industry policy that involves minimal government 
intervention. 

The choice between the laissez-faire-supportive approaches and the 
active-planning approaches thus turns on views as to which uses informa
tion more efficiently - state agencies or the market. Whilst it is undoub
tedly true that state agencies have the ability to be more informed about 
government intentions and have wider sources of information than an 
individual agent, this does not necessarily imply that they have an informa
tional advantage. Hayek (1945) argues that one of the main strengths of 
the market mechanism is its ability to collate and to make full use of 
information widely dispersed among economic agents. Although each 
agent commands but a tiny fraction of total information, by responding to 
price signals from the market each agent will react as if he were much 
better informed. 

Despite this point, most governments have chosen to intervene heavily 
in the operation of industry. In some cases, intervention has taken the form 
of accelerative policies designed to improve the speed at which the market 
operates. In others, a decelerative policy stance has been used to retard the 
operation of the market. More commonly, both stances have been adopted 
simultaneously for different areas of the economy. Few governments have 
chosen to make use solely of neutral policies (aimed simply at reinforcing 
the efficiency of the market). These would be more consistent with a 
laissez-faire or supportive approach, although they have sometimes been 
included as part of an active or planning approach. 
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ACCELERATIVE INDUSTRY POLICY 

The objective of accelerative industry policy is to speed up the innovation 
process by providing financial support to the most promising firms, markets 
or technologies (Burton, 1983). The premise behind such a policy is that an 
economy benefits from adopting innovations ahead of its trading rivals. 
This owes little to traditional arguments about intervention to correct 
market failure. Moreover, the essentially dynamic nature of the interven
tion proposed means that traditional theory has little to contribute. 

Many countries have adopted accelerative policies. In the UK, the 
Industrial Reorganisation Corporation (IRC) was set up in the late 1960s 
to speed up the market process by promoting structural change. The 
mergers between the General Electric Company, Associated Electrical 
Industries and English Electric and between the British Motor Corporation 
and Leyland Motors were amongst those encouraged. In the mid-1980s 
selective intervention is directed at new technologies with, for instance, 
assistance available under the microprocessor application project, the fibre 
optics and opto-electronics scheme and the robot support scheme. 

In Japan, the Ministry of International Trade and Industry (MITI) has a 
number of programmes designed to support particular sectors of the 
economy and emerging technologies. MITI identifies sectors of the econ
omy which have the best prospects for growth. It then encourages and aids 
their emergence through the support of R&D programmes, capital pro
grammes and government procurement policy. MITI's work is often her
alded as the classic example of an active approach. 

France has similarly supported promising sectors through assistance for 
R&D, aid for industrial restructuring, government investment and protec
tionist policies, but this is more comprehensive and closer to the planning 
approach. State enterprises are used to promote the desired policy through 
their purchasing and pricing policies. Since 1982 four sectors- chemicals, 
health, electronics, and materials - and those industries which are econ
omically related to them, have been selected for special support. 

It is doubtful whether such government intervention to accelerate the 
introduction of desirable new products and processes is worthwhile. Three 
main problems can be identified. First, uncertainty and information costs 
make the correct anticipation of market trends, technological develop
ments and new market opportunities very difficult. The proportion of new 
products which are commercial failures and the relatively high rate of 
closure (even among firms producing established products) testify to such 
difficulties. In an uncertain environment, the greatest chance of success 
comes from those who are best able to gather relevant information, and so 
reduce uncertainty. These are the entrepreneurs most closely involved with 
a particular area. Government agencies are less likely to have the necess
ary specialist information about particular market developments. 
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Secondly, having identified areas to support, how should the policy be 
implemented? General support to all new firms in a favoured area would 
lead to a considerable waste of resources given the high failure rate of new 
firms. (Ganguly (1983) notes that half the firms first registered for VAT 
(sales tax) in the UK in 1977 had left the register by 1982.) Directing funds 
to potential 'winners' is ruled out by the absence of a mechanism to 
identify such firms. Supporters of selective intervention may argue that 
uncertainty can be reduced by supporting firms with a proven record, but 
past success is not an infallible guide to future performance. Clive Sinclair 
was successful with the home computer only after failing with previous 
watch and calculator ventures. Subsequently his introduction of a small 
electrically-powered vehicle proved a commercial failure. 

Thirdly, the opportunity cost of accelerative policy must be taken into 
account. While favoured firms are nurtured, the development of other 
sectors will be hampered. Extra taxes or higher interest rates will be 
imposed on firms and their customers to finance industry policy, resulting 
in an overall reduction in the demand for goods and services. These other 
sectors, although not apparently promising, may turn out to be the real 
winners. 

DECELERATIVE INDUSTRY POLICY 

Decelerative policies can be of two types. If an essentially viable concern is 
facing temporary financial difficulties, bankruptcy or liquidation may be 
avoided by providing assistance to help it rationalise production methods 
or to improve its product range. Typical examples from the UK are the 
support given to Rolls Royce in 1971 following problems in developing the 
RB211 engine and to British Leyland, which was rescued from commercial 
difficulties in 1974-5. If rescue is not viable then help can be given to phase 
the closure, giving time for retraining and for new firms to set up in the 
area. In the 1970s and early 1980s West Germany has given financial aid to 
restructure the shipbuilding industry, while most European countries have 
subsidised and/or protected their textile industries. 

Decelerative policies have been justified on social grounds, the argu
ment being that preventing (or slowing down) firm closure leads to the 
attainment of a more equitable and less divided society. However the most 
frequent justification for support to 'failing' firms is that their collapse will 
lead to adverse effects on economic welfare. Externalities may arise from 
the closure of a major employer in a particular locality, causing a large 
proportion of the population to become unemployed with consequent 
ill-effects on the rest of the community. There may also be 'domino effects' 
on other companies. For instance, the failure of a motor manufacturer will 
harm firms involved in the supply of factor inputs to the motor vehicle 
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industry. It would also lead to difficulties among firms involved in the 
distribution of motor vehicles. 

These domino effects would also follow from the failure of a small firm 
although, in most cases, decelerative policies have been biased in favour of 
large firms. The explanation for this is probably political, stemming from 
the widespread publicity given to the failure of large firms. Moreover, 
smaller firms are generally less experienced in lobbying for government 
assistance. 

Despite the externalities generated by the premature collapse of a 
potentially viable firm, the economic case for government intervention to 
help it through its temporary difficulties is dubious. If financial markets are 
efficient, a basically sound company should be able to obtain financial 
support from the private sector. Conversely, if a firm cannot convince 
lenders of its basic soundness, then government resources should not be 
advanced to try to improve its operation. Even if financial markets do 
sometimes fail to recognise an inherently successful company (for example, 
because of transaction costs) this does not invalidate the basic argument. 
The government is likely to be at an informational disadvantage compared 
with firms already operating in similar lines of business. Such firms are 
more likely to possess the information on future demand relevant to 
identifying a failing company and turning round its performance. Further
more, financial support from the government may fail to promote efficiency, 
for it enables management, which has demonstrated its incompetence, to 
retain control of the company. This is compounded by the reduced pres
sure on management and unions to adapt and change. Thus, Lindbeck 
argues: 

bargaining with the government may become a more attractive way of 
raising profits than are attempts to remove inefficiencies within the 
firms (1981, p. 397). 

Evidence on the performance of many industries assisted by the state 
supports these points. For instance, the National Enterprise Board (NEB) 
in the UK made a loss of £40.3 million in 1978 on its assets of £1.4 billion. 
Similar experiences were recorded by the IRC in the UK and the Instituto 
per Ia Riconstruzione Industriale (IRI) in Italy. 

In the case of a firm facing terminal problems, the intention of decelera
tive industry policy is to moderate the externality effects of its closure and 
to attain a better utilisation of resources. Proponents argue that, while 
economic forces may quickly lead to a firm's collapse, markets operate too 
slowly in re-absorbing displaced resources. Instead of suggesting interven
tion designed to enhance market forces they seek to maintain the employ
ment of resources in their current use. They are thus proposing intervention 
because of the length of time markets will take to re-establish equilibrium. 
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Traditional neoclassical theory can give little support to this because it 
implicitly assumes that adjustment is instantaneous. 

As with firms in temporary difficulties, support cannot be given to every 
firm in terminal decline, otherwise the economy would ossify and become 
progressively uncompetitive. Since funds are likely to be limited, selection 
is required and here the government encounters another information 
problem. Choice of unsuitable subjects will lead to a waste of resources. 

In most cases, it is expected that financial support will be required for a 
short period. In reality, the process of readjustment is often protracted. 
For instance, British Leyland took well over a decade before it began to 
regain its competitive position. Devoting resources (particularly over long 
periods) to the pursuit of decelerative policies will incur significant oppor
tunity costs. Again, the success of companies elsewhere in the economy 
will be hampered by higher taxes or higher interest rates causing a reduc
tion in demand for their goods and services. In other words, the financing 
of decelerative policy will generate its own domino effects leading to the 
contraction, reduced growth or even accelerated failure of companies in 
the unsupported sector. In principle, it is impossible to say how the domino 
effects of government policy on the employment of labour and capital 
compare with the domino effects consequent on the natural decline of 
firms. However, the overall effect will be to reduce welfare because 
resources are being switched from areas where revenues exceed costs of 
production to areas of failure, implying revenues below cost. There is also 
the cost incurred in the administration and implementation of the policy. 

There is thus a real opportunity cost - in the form of a burden placed on 
the rest of the economy - incurred by the pursuit of decelerative industry 
policies, and their 'success' or 'failure' can be established only after taking 
these costs into account. For instance, Jong (1984) argues that support to 
large, dominant firms throughout Europe in the 1970s prolonged the 
period of crisis and undermined profitable firms. This point is poignantly 
illustrated by the case of the European steel industry. A downturn in world 
demand for steel products together with increased competition from Japan 
and the newly-industrialising countries meant that, left to the market, 
there would have been a rapid and substantial decline in the European 
steel industry. Decelerative policies applied during the 1970s and early 
1980s cushioned the fall in employment. Although employment declined 
from 350 000 to 150 000, the industry remained internationally uncompeti
tive. Geldens (1984) estimates the cost of support at $70 billion for the ten 
years to 1980. This represents a substantial opportunity cost for the EC and 
- for the same resource effect - Gel dens calculates that a new, fully 
competitive, European steel industry could have been established. 

What is the alternative to decelerative policies? In the absence of 
government support, the assets of the failing firm would be sold to the 
highest bidder. It can be argued that this would be a better way of ensuring 
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an efficient use of resources because the entrepreneur willing to pay the 
most for the firm will be the one (often already operating in a similar area) 
who sees the most profitable uses for the resources of the failed company. 
Company failure thus becomes an important aspect of the competitive 
process, serving to transfer resources from the hands of a management 
which has incorrectly predicted market developments. This is the view of 
many economists, most notably Mises (1949) and Hayek (1944). 

NEUTRAL INDUSTRY POLICY 

Neutral policy seeks to improve the market framework within which 
economic agents operate. This type of policy is more theoretically sound. It 
aims to reduce market failure and is generally consistent with both 
Austrian and mainstream views which explicitly recognise the presence of 
transaction costs. Such policies are often advocated by those who recognise 
the difficulties involved in trying to pursue accelerative and decelerative 
policies. As Lindbeck argues, the task of government should be: 'to try to 
create an economic, social and political environment that is conducive to 
efficiency and new initiatives' (1981, p. 395). Likewise Stout considers that: 

the government is not responsible for picking 'winner' industries, but 
for increasing labour mobility, improving long-run employment pros
pects, and hence reducing the resistance to change (1981, p. 127). 

Specific examples of neutral policy include attempts to ensure that prop
erty rights are clearly assigned to individuals. The more certain it is that the 
legal system will enforce such rights (and the cheaper it is to seek legal 
redress against infringement), the greater the incentive for citizens to 
acquire private property. Similarly, the easier and cheaper it is to transfer 
rights over property, the more desirable it is to own property. Following 
Coase's work, clearly-assigned property rights would help to eliminate 
many cases of market failure. 

The pursuit of increased competition- for instance by the elimination of 
institutional barriers which prevent the entry of new firms - could also be 
regarded as a neutral policy. Stimulating competition within the legal 
profession might be particularly beneficial. This would improve the ef
ficiency of the system for enforcing property rights. 

There are few instances of governments adopting such a 'hands-off' 
approach. It may be politically unacceptable to a government not to be 
visibly tackling issues of 'industry policy'. This factor seems to be relevant 
to the USA; here there is little in the way of accelerative policy, but there is 
government assistance to particular industries such as steel, textiles, foot-
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wear and colour televisions which could be classed as decelerative. As 
Behrman argues: 

In principle only, the government stands ready to see the United 
States develop industrially in whatever ways the international markets 
and transnational companies decide. The principle is violated when
ever it begins to hurt seriously, and political hurt is more likely to 
catalyze interference than is economic hurt (1984, p. 48). 

Governments are missing an opportunity in failing to adopt neutral indus
trial policies. These seem more likely to generate a net welfare gain than 
either accelerative or decelerative policies: first, the informational require
ments they place on governments are less demanding; secondly, the 
opportunity costs will be lower since their implementation requires rela
tively few resources. 

CONCLUSION 

In developing their industry policies, governments have often paid little 
attention to economic arguments. One reason is because of a difference in 
objectives. Economists are concerned with the enhancement of economic 
welfare, but this may not ensure re-election for the politician. Secondly, 
mainstream economics has little contribution to make to many of the issues 
which governments usually consider vital. This is because traditional 
analysis is unsuited to problems where change is endemic because of its 
generally static thrust and tendency to ignore problems of uncertainty and 
lack of information. Thirdly, the Austrian approach which can explicitly 
deal with such an environment is generally hostile to the type of interven
tion favoured by politicians. 

Most governments adopt an active or planning approach to industry. 
Evidence from particular countries appears to suggest that accelerative 
industry policies have been more successful than decelerative ones. For 
instance, Behrman (1984) argues that the apparent success of industry 
policies in Japan and West Germany arises from their concentration on 
selected industries. In contrast, the poor performance of France is seen as 
the result of attempts to counter market forces in declining sectors such as 
steel and textiles. Waelbroeck sums up the situation: 

Some of the strength of Japan's successful industries stems from that 
country's willingness to phase out less successful ones: and some of 
Europe's inability to break into the markets of the future is the result 
of excessive efforts to prop up ailing firms and industries (1984, p. 103). 
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However, it is impossible to say categorically whether these successes and 
failures are directly attributable to government policies. Rather market 
signals generally provide a sufficient stimulus to economic agents in an 
economy. This view is reinforced by the case of the United States, an 
economy where good economic performance has been attained in the 
absence of a specific industry policy. 

It is also impossible to judge how successfully an economy might have 
developed without the opportunity cost burden imposed by the operation 
of industry policies. The opportunity costs associated with accelerative and 
decelerative policies are likely to be high. Given that markets fail, and that 
there is a need for some government intervention in industry, neutral 
policies as part of a supportive policy aimed at improving the operation of 
market forces would appear to be the most promising. 



8 Industry Policy in Practice 

the great majority of things are worse done by the intervention of 
government, than the individuals most interested in the matter would 
do them, or cause them to be done. J. S. Mill (1909, p. 947). 

INTRODUCTION 

Chapter 7 discussed four types of industry policy. The laissez-faire and 
supportive approaches essentially view the role of the government as 
reinforcing the operation of market forces. The active and planning ap
proaches argue for considerable government intervention in the operation 
of industry. Whichever approach is adopted, industry policy will typically 
be implemented in four main areas: competition policy, regional policy, 
innovation policy, and trade policy.These policies can have wide-ranging 
effects on the operation of individual firms or particular industries- and, 
consequently, on economic welfare. Although economic theory can pro
vide neither a rationale nor a justification for many of the measures 
implemented, it is still important to gauge their impact, even where such 
evaluation can be only qualitative. 

POLICY IMPLEMENTATION 

Even well-designed policies may fail if they are badly implemented. To be 
effective in promoting economic welfare, an industry policy should possess 
various features. It is desirable that the different measures undertaken 
should be co-ordinated, so that benefits from their implementation in one 
area are not outweighed by adverse side-effects elsewhere. This problem is 
more likely to occur where policy is implemented by several agencies 
operating separately. Measures may even conflict - for example, financial 
assistance to firms located in selected areas or controls on imports into a 
particular market may not only distort competition but may also run 
counter to other government actions taken as part of competition policy. 
Similarly, a policy of trade liberalisation may adversely affect sectors of the 
economy which the government supports through decelerative policies. It 
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may also prove difficult to co-ordinate industry policy with macroeconomic 
management. 

To minimise opportunity costs, programmes should be designed for ease 
of administration and for effectiveness in implementation. Firms them
selves face costs in obtaining information about government programmes. 
To reduce these, it should be made easy for firms to discover, evaluate and 
apply for any assistance available. For example, instead of making dis
cretionary awards it may be more effective to give mandatory grants. These 
may take the form of specific tax concessions: thus the use of computers 
might be more readily encouraged by reducing the rate of VAT (sales tax) 
than by asking firms to submit a grant application. 

Actions by government agencies may discriminate unintentionally 
against certain types of firms. Small firms are usually the victims, and may 
need a separate policy approach. They are less likely to take advantage of 
financial assistance for three reasons. First, the fixed costs associated with a 
grant application bear disproportionately heavily on the small firm. Sec
ondly, with fewer specialists, the small firm may be unaware of the 
government programme. Thirdly, since they are likely to have been 
under-represented in discussions between business and the government 
agency formulating policy, the programme itself may be of limited rel
evance to small firms. For instance, given that larger firms are less likely to 
be operating in the rapidly-developing areas of the economy, government 
policy may thus be biased against the promotion of newly-developing 
sectors. 

Policies to enhance economic welfare rarely go hand-in-hand with 
vote-maximisation. Invariably they create changes that benefit some but 
adversely affect others. This may lead to lobbying by the losers. Perceiving 
that the support of these voters is necessary to ensure re-election, the 
government may bow to pressure and take steps to ease the cost of 
adjustment. However, such palliative measures may then work against the 
objective of enhancing welfare. For instance, where expenditure on indus
try policy is used primarily to subsidise employment in current jobs, this 
must freeze an economy's industrial structure and adversely affect its 
international competitiveness. Such support is also likely to cause an 
alliance between employers and employees (Lesourne, 1984). Moreover, 
demands for support are more vociferous once it becomes accepted that 
governments intervene to shelter those adversely affected by the changes 
consequent on the operations of the market. 

There is more prospect of achieving an enhancement of economic 
welfare if these potential problems are recognised at the policy-formu
lation stage. By acknowledging that the promotion of economic 
welfare has inequitable effects, it is possible to anticipate (and so reduce) 
them. It can be argued that shareholders must accept risk, and so their 
losses should elicit little sympathy. More concern may be justified over the 
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plight of employees (who are also likely to form a larger part of the 
electorate). It may be possible to facilitate change, without losing political 
support, by devising at the outset a programme of direct assistance to 
employees (such as redundancy payments or the provision of retraining 
grants). This would be an example of a 'second-best' policy. Because of the 
opportunity cost incurred, the improvement in society's welfare will be less 
than if the two objectives of welfare and vote-maximisation coincided. 
However, it can be argued that the overall welfare improvement from 
adopting this second-best policy will be greater than if the government 
were forced into a programme of industry support. 

COMPETITION POLICY 

Competition policy encompasses measures designed either to promote a 
competitive environment or to prevent a reduction in competition. Econ
omists have different opinions as to the market conditions which best 
promote competition. Contrasting views were examined in detail in Chap
ter 2. According to the structure-conduct-performance (SCP) approach, 
competition policy should be directed towards modifying market structures 
and imposing constraints on firms' behaviour. This is an essentially static 
view. By contrast, adherents to the Austrian view argue that competition 
policy should concentrate on removing obstacles to competition so as to 
allow the development of new products and processes and ease entry by 
rival firms. 

There is thus no unanimity between theorists about the desirable form of 
competition policy. According to proponents of the SCP approach, the 
principal problem to be tackled concerns the welfare losses arising 
whenever a private firm holds a dominant market position. Competition 
policy will thus seek to break up or regulate existing monopolies, and 
control firms' attempts to acquire such positions by merger. These mea
sures would typically be incorporated as part of an active or planning 
industry policy. More generally, competition policy will try to prevent 
firms undertaking practices which adversely affect competition. Examples 
of 'anti-competitive practices' include the operation of resale price main
tenance (RPM) and of restrictive price agreements by groups of firms, and 
'full line forcing' by a single firm (where customers are faced with a choice 
between taking the entire product range or nothing at all). 

For those favouring the Austrian view, such issues are of little concern. 
Instead, policy should be focused on those factors which make it difficult 
for an entrant to compete with established firms. As noted earlier (Chapter 5), 
Austrian economists believe that it is barriers imposed by government 
that are the only effective block to the operation of the competitive 
process. Typical measures would thus be the reduction of import controls 
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that restrict international competition and the removal of licensing or 
statutory restrictions on entry into markets. These measures would be 
consistent with a supportive attitude to industry policy. 

COMPETITION POLICY IN PRACTICE 

Italy has virtually no competition policy legislation at all. This is an 
exception: governments in most advanced economies have been persuaded 
of the merits of a rigorous and comprehensive competition policy. 

Governments tend to adopt elements of both an SCP and an Austrian 
approach, although the emphasis varies. The Commission of the European 
Communities (EC) favours the latter approach, and states its objective as 
promoting market competitiveness and structural readjustment through 
the elimination of factors reducing competition, which it regards as: 

the mechanism whereby the economy adapts to changing situations 
and preferences as reflected in the individual decisions of producers 
and consumers in markets (1985, p. 11). 

Nevertheless, although the EC has widespread powers (Table 8.1), the 
most developed aspect of its policy is the SCP-based control of agreements 
between firms (Article 85). 

The Commission has jurisdiction to intervene only in matters which 
affect competition between member states, and has no powers regarding 
intra-state competition. The main aim is to eliminate practices which 
distort competition across the frontiers of member states, and hence 
adversely affect the economic integration of Europe. 

The USA has a long-established and comprehensive competition (anti
trust) policy which is enforced by the Federal Trade Commission and the 
Department of Justice. The main legislation giving substance to this policy 
is contained in the Sherman Act 1890, the Clayton Act 1914, The Federal 
Trade Commission Act 1914 and the Robinson-Patman Act 1936. 

In the UK, competition policy dates from the Monopolies and Restric-

TABLE 8.1 Competition powers of the European Community as given in the 
Treaty of Rome 

Article affecting 
private firms 

85 agreements between firms 
86 monopolies 
91 dumping 

Article affecting states 
or state enterprises 

7 
37 
90 
92-94 

National discrimination 
State monopolies 
Public enterprises 
State aids to firms 
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tive Practices (Inquiry and Control) Act 1948, but has been substantially 
revised and extended, most recently by the Competition Act 1980. 
Whereas competition policy as operated in the USA until the early 1980s is 
essentially consistent with the SCP approach, in the UK it has always been 
fairly pragmatic, not obviously leaning in the direction of either theoretical 
approach. 

POLICY TOWARDS MONOPOLY 

By a simplistic interpretation of the SCP approach, monopoly would be 
condemned universally as representing a departure from maximum attain
able levels of economic welfare. This is an extreme view. In practice, the 
presence of an uncontrolled monopoly is usually regarded as grounds for 
further investigation because of the possibility that the actions of the 
monopolist reduce economic welfare. Article 86 of the Treaty of Rome, for 
instance, prohibits: 

Any abuse by one or more undertakings of a dominant position within 
the common market . . . in so far as it may affect trade between 
Member States. 

Abuses detailed include the imposition of unfair prices or trading condi
tions, the limiting of production or technical development and the tying of 
sales. In the USA, it is the process of monopolisation that is the subject of 
concern. Section 2 of the Sherman Act (1890) states that: 

Every person who shall monopolize, or attempt to monopolize, or 
combine or conspire with any other person or persons, to monopolize 
any part of the trade or commerce . . . shall be deemed guilty of a 
felony. 

Interpretations as to what constitutes a 'monopoly' vary. In the UK, it is 
where market share exceeds 25 per cent while in the USA the courts regard 
a firm with a market share of at least 75 per cent as a monopoly. But since 
monopoly per se is not viewed as grounds for intervention, in all investiga
tions the reasons for the monopoly position are carefully considered. Even 
firms with very large market shares have avoided censure where such 
positions are seen to be the result of superior efficiency. For instance, 
Pedigree Petfoods (Monopolies and Mergers Commission, 1977) held 
50 per cent of the market for canned cat and dog foods in the UK. Their high 
profits were found to be the result of exceptional efficiency. For instance, 
they continually reformulated recipes to use lower-cost ingredients and 
operated only one canning factory, but intensively, with four shifts per day, 
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seven days per week. The Monopolies and Mergers Commission (MMC) 
has been accused of inconsistency in failing (as in this case) to condemn 
automatically monopolies earning high profits (Sutherland, 1969). This 
accusation is justified only if a narrow, SCP-based approach is adopted. 

,POLICY TOWARDS MERGERS 

Mergers have been brought within the scope of competition policy (for 
instance, in the UK under the Monopolies and Mergers Act 1965) because 
they can lead to the development of a monopoly position. Even in the EC 
where mergers are not directly covered by the Treaty of Rome, the 
Commission has been trying to effect a mergers policy. Since the early 
1970s it has argued that mergers leading to a monopoly position can be 
considered a monopoly abuse under Article 86. 

Following the 1950 Celler-Kefauver amendment to section 7 of the 
Clayton Act 1914, the USA adopted a comprehensive and strict approach 
to horizontal mergers: all were prohibited unless they were within guide
lines set down by the Department of Justice. Efficiency enhancement and 
other potential advantages from the merger were ignored. More recently, 
the 1984 merger guidelines indicate a softening in attitude. Efficiency 
advantages may now be balanced against competitive risks. Mergers failing 
to meet the revised guidelines (Table 8.2) continue to be prohibited unless 
such offsetting benefits are demonstrated. 

Notwithstanding recent changes, policy in the USA is still very different 
from that in the UK, where mergers have tended to be regarded as welfare
enhancing. In the first fifteen years of merger policy in the UK (to 1980), 
only about 3 per cent of qualifying mergers (those which would lead to a 
monopoly position and/or involve the transfer of assets above a certain, 
periodically revised, value) have been referred to the MMC for investiga
tion. 

TABLE 8.2 Likelihood of prosecution under the Department of Justice Merger 
Guidelines for the United States (1984) 

Change in HHI 

0-49 
50-99 
100 and over 

Post-merger Herfindahl-Hirschman Index1 

0-999 

Zero 
Zero 
Zero 

1000-1799 

Low 
Low 
High 

1800 and over 

Low 
High 
Certain 

Note: 1. See Chapter 3 for an explanation of the Herfindahl-Hirschman index of market 
concentration. 
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POLICY TOWARDS ANTI-COMPETITIVE PRACTICES 

The view of the Austrian economist is that (in the absence of government 
intervention) firms lack the power effectively to retard the competitive 
process (see Chapter 5). Thus in concerning themselves with anti
competitive practices in the private sector, governments are implicitly 
adopting an SCP stance. 

The USA takes a particularly strong line on anti-competitive practices. 
Unlawful practices include price and market sharing agreements between 
firms and refusal to supply customers. For instance, section 1 of the 
Sherman Act (1890) prohibits: 'every contract, combination ... or con
spiracy in restraint of trade or commerce'. This makes illegal all agree
ments between firms intended to enhance their position at the expense of 
other firms and/or the consumer. Similarly the Clayton Act (1914) has 
outlawed practices whose effect is 'substantially to lessen competition'. 
These include price discrimination and contracts with exclusive dealing terms. 

This 'per se' approach (which automatically condemns certain practices) 
contrasts with the 'rule of reason' used by the EC and the UK. In the EC, 
Article 85 of the Treaty of Rome automatically prohibits: 

agreements between undertakings, decisions by associations of under
takings and concerted practices which may affect trade between Mem
ber States and which have as their object the prevention, restriction or 
distortion of competition within the Common Market. 

However, exceptions are made if the agreement is considered to lead to an 
improvement in either static or dynamic resource allocation (by improving 
production and distribution or enhancing innovation), and if it does not 
eliminate competition. 

In the UK, 'restrictive practices' (agreements between firms with respect 
to prices and terms of supply) are presumed to be against the 'public 
interest' unless the firms can show certain net economic benefits as pre
scribed in the legislation. Only eight so-called 'gateways' are allowed under 
the Restrictive Trade Practices Act 1976. In addition, the firm must satisfy 
the 'tailpiece' that benefits stemming from the operation of an agreement 
are not outweighed by detriments to persons not party to the agreement. 
The ability of a firm to enforce a given retail price for its product is 
similarly presumed to be against the public interest under the Resale Prices 
Act 1976. 

Individual firms can create barriers against the entry of potential com
petitors by such means as tying the sale of one product to the sale of 
another, forcing customers to stock the entire product range, refusing to 
supply an outlet that stocks competitors' products and adopting uncompe-
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titive discount practices. These fell outside the restrictive practices legisla
tion, but are now within the scope of the Competition Act 1980. Here there 
is no presumption that the practice is against the public interest, and the 
procedure is not judicial. It involves a preliminary investigation by the 
Office of Fair Trading (under section 3 of the Competition Act 1980) and a 
reference to the MMC under section 5 if an anti-competitive practice is 
identified and the parties refuse to abandon it. 

The 'rule of reason' approach taken by the UK and the EC appears, 
superficially, to be more attractive than the 'per se' approach of the USA, 
since it recognises that there may be cases where agreements between firms 
are welfare-enhancing. However, the 'per se' approach has the advantages 
of reducing the uncertainty facing firms and (because less-detailed inquiries 
are necessary) of reducing the costs of implementation. 

POLICY TOWARDS STATE ENTRY BARRIERS 

A less developed area of competition policy is that directed at removing 
government-imposed obstacles (either deliberate or unintentional) to the 
operation of the competitive process. In the UK it is only since the 
Competition Act 1980 that the MMC has had more than token powers to 
investigate public bodies. Under section 11 of the Competition Act 1980, it 
can consider 'efficiency and costs' or 'abuse of a monopoly situation'. As a 
result 634 recommendations for improved efficiency have been made in the 
first sixteen public sector investigations, which have included the Post 
Office and the electricity boards (National Audit Office, 1986). However, 
important state activities such as education and the health service remain 
outside the scope of the legislation. 

The EC has wide powers to control policies which adversely affect 
competition, including (under Article 90) the activities of member govern
ments. Furthermore, Articles 92-94 aim to control support given by 
member states to individual firms, specifically: 

any aid granted by a Member State or through State resources in any 
form ... is incompatible with the common market. 

The form of aid covered under Article 92 is defined by the Fourteenth 
Report on Competition Policy as: 

not only constituted by grants or advances, but also by loans on more 
favourable terms than are available on the market, guarantees, tax 
concessions, relief of social security contributions, and by the State 
putting up new capital for enterprises in circumstances in or on terms 
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which a private investor would not do so (Commission of the Euro
pean Communities, 1985, p. 129). 

Exceptions are allowed (for example, regional aid) but these have to be 
cleared by the Commission in advance of their implementation. Articles 
92-94 also prevent national governments treating public sector companies 
in a different way from private firms, and so effectively preclude nationalis
ation as a means of protecting particular industries. But although these 
articles appear to constrain industry policy, in practice the rules have been 
hard to enforce, partly because of the failure of national governments to 
disclose aid payments. 

EVALUATION OF COMPETITION POLICY 

Whether or not competition policy is judged a success depends on the 
theoretical stance adopted. From an Austrian viewpoint, competition 
policies are flawed if they devote resources to transitory problems (such as 
private-sector monopoly) while failing to tackle the government abuses 
which more effectively constrain the operation of the competitive process. 

Even from a traditional viewpoint, competition policy cannot be re
garded as a resounding success. Developments to traditional theory, such 
as Demsetz's efficiency hypothesis (1973) and Baumol's contestable mar
kets (1982), make it less obvious whether monopolies and mergers are 
undesirable. These theoretical developments suggest that more cases 
should be investigated individually. Thus, in the USA, dogmatic, but 
administratively simple, rules on mergers are being replaced. 

Unfortunately a case-by-case approach adds to administrative costs, as 
demonstrated by the fact that the MMC in the UK has published an 
average of less than three dominant-firm reports per year since 1980. The 
judicial system operated in the USA is even slower. This suggests that 
competition policy should focus on areas where the potential benefits are 
greatest. In the UK the MMC (1975, 1982) twice investigated the London 
Rubber Company which had a dominant position in the market for 
contraceptive sheaths and was earning an 80 per cent rate of return on 
capital employed. Even this classic monopoly is calculated to have gener
ated an annual welfare loss of no more than £1.5 million (Ferguson, 1985). 
In contrast, the investigation of the postal service in Inner London (MMC, 
1980) resulted in annual savings of £23 million. Since the welfare gain is 
likely to be directly related to the size of the market, competition policy 
investigations would do better to concentrate on potential abuses in the 
largest markets. 
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REGIONAL POLICY 

The case for policies to direct the spatial location of industry turns on the 
failure of the market to achieve adjustments in the economy either quickly 
or equitably. Firms must adjust to changes in tastes and incomes. With the 
types of firms unevenly spread among regions, change will have differential 
effects. Some regions will become prosperous, whilst others face decline. 
In a region suffering industrial decline, high unemployment is expected to 
lead to reductions in local wages; this increases the region's attraction to 
migrant industries. At the same time, higher relative wages in more 
successful regions stimulate migration of the unemployed out of their 
'home' areas. The more imperfect the market mechanism, the longer it will 
take to reduce regional disparities. 

It has been argued that the process of readjustment can lead to exter
nalities and that these also provide a case for regional policy. For example, 
migrants tend to be younger, more educated and more highly skilled than 
the population left behind. This may worsen the prospects of the remaining 
unemployed, since firms generally require a mix of skills. The lack of 
certain types of labour may reduce firms' willingness to locate in a problem 
region. In addition, migration out of a region is also likely to lead to 
adverse 'domino effects' (Chapter 7). These will further exacerbate the 
impact on the depressed region's income and unemployment. At the same 
time, the economic infrastructure in the problem region (roads, sewers, 
schools, hospitals) will be under-used. In contrast, that in the receiving 
regions will require expansion, and the additional population may cause or 
compound congestion problems. 

Proponents of an active regional policy argue that the best way to 
improve economic welfare at the national level is by government interven
tion. To deal with the externality effects of regional disparities, interven
tion usually involves policies designed to attract firms to problem regions. 
This may take the form of awarding grants to firms chosing to locate or 
expand in particular areas, or of refusal to permit development in other 
regions. 

The precise form of intervention depends on which regional disparities 
are to be redressed. For example, high unemployment may be the result of 
a relatively sluggish regional growth, perhaps because of a disproportion
ate number of declining industries. In this case, regional unemployment 
might be reduced by policies to raise demand for the region's output. 
Clearly such a policy would fail if the unemployment were a consequence 
of a mismatch between labour skills in the region and the needs of local 
employers. An active approach here would be either to initiate retraining 
or to attract those firms that could make use of existing labour skills. 

In contrast, there is no role for such measures according to the adherents 
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of the laissez-faire approach to industry policy. They argue that using 
resources to alter firms' location decisions simply switches employment 
around the national economy. This is a waste from the point of view of the 
economy in that resources are tied up in policy implementation and firms 
are being transferred to higher-cost locations. Furthermore, the competi
tiveness of firms in those sectors not supported is reduced because they 
have to contribute to the finance of regional policy. A laissez-faire ap
proach would not deal specifically with regional problems. Rather, policies 
to speed the process of adjustment by reducing imperfections in product 
and factor markets would be viewed as bringing benefits to the regions, as 
well as to the economy as a whole. 

One measure would be to tackle labour market imperfections - such as 
centrally determined (or minimum) wage agreements, which prevent 
wages from reflecting local market conditions. Government welfare pay
ments for the unemployed may similarly be viewed as discouraging labour 
mobility. Another measure might be to remove restrictions from the 
housing market, so that labour can move more freely between regions. 
This is appropriate to the UK where rent controls have led to the demise of 
private rented housing and where there are barriers to mobility within the 
public rented sector. 

Empirical findings apparently refute the hypothesis that firms choose the 
lowest-cost location (Townroe, 1971; Sant, 1975). Rather, they show that 
firms choose to expand close to their current operations. This may be 
because monopoly power allows management to pursue its own interests. 
(It may be a plausible assertion that managers prefer a location near a 
capital city because of the extensive social and recreational facilities it 
offers.) Removing barriers to competition in capital and product markets 
would discipline managements to locate in the lowest-cost locations. If the 
problem regions are lowest-cost, then this would automatically ease the 
regional problem. Alternatively, if the problem regions are not the lowest
cost regions, then these measures would exacerbate regional disparities 
(but would still be justified because national economic welfare would be 
enhanced). 

These conclusions result from a failure to consider transaction costs. The 
fact that alternative sites may be lower-cost is (by itself) insufficient 
evidence that a firm is not maximising profits. Expenses incurred in trying 
to evaluate all potential sites are a relevant part of the location decision. 
Selecting a site which fails to offer the lowest costs may not be 'satisficing' 
behaviour, but profit-maximising from the point of view of the firm. This 
might lead to an alternative prescription consistent with a supportive 
regional policy. By setting up an agency to provide information on relative 
prices throughout the country, the government may be able to reduce a 
firm's transaction costs and enable it to extend the search for a lower-cost 
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site. Similar arguments can be used to justify an agency whose job is to 
reduce the costs of labour migration by providing information about job 
opportunities, housing, schooling and social facilities in other regions. 

Differences between the four theoretical approaches to industry policy 
are very clearly seen in the arguments about the extent to which retraining 
costs (consequent on inappropriate workforce skills) should be borne by 
intervention agencies. All would agree that intervention could be justified 
on externality grounds; enhancing the skills of one individual may enhance 
the productivity of his workfellows. If this occurs, the social rate of return 
will exceed the private rate of return. Income taxes also mean that the 
social rate of return exceeds the private rate of return because the indivi
dual captures only part of any increase in earnings. 

These divergences are the only reasons for intervention that might be 
accepted by the laissez-faire approach. In general, this approach takes the 
view that government support is unwarranted. The individual will recoup 
most of the returns from enhanced earnings in the future, and should be 
able to borrow against such potential earnings. Furthermore, in areas of 
skill shortage firms may be willing to pay for retraining. As long as there 
are no alternative sources of employment for the newly-trained worker, 
then the firm can be sure of reaping the benefits of its investment. Where 
many employment opportunities exist, there is less incentive for a firm to 
train its employees, but the gain to the individual from undertaking 
retraining would be greater because of the large number of employers 
demanding the skill. 

Adherents to the supportive approach would argue that this fails to 
recognise transaction costs. Uncertainty about future labour market devel
opments may cause individuals to under-invest in skill acquisition. Also 
lenders may be unwilling to make loans available because of the risk that 
an individual might not obtain employment. Recommendations would be 
that government should subsidise retraining (or, indeed, education gener
ally) to offset the distorting effect of income taxes, and also perhaps loan 
funds at market rates (without risk premia). 

The active and planning approaches would go further. Individuals re
quire information on relative earnings and the likely demand for different 
skills before embarking on a retraining programme. Current labour market 
information is only a crude indicator of the pattern of future labour 
demand. The active/planning approaches would attempt to overcome this 
difficulty by specifying likely future skill demands according to the view 
taken of how the economy will develop under the guidance of industry 
policy. Retraining programmes would then be provided either by govern
ment agencies or through support to private sector initiatives. 



Industry Policy in Practice 133 

REGIONAL POLICY IN PRACTICE 

There is no explicit regional policy in the USA, although particular 
programmes may have a regional impact. In contrast, the EC and the UK 
adopt an active stance and have well-developed regional policies. This 
has mainly involved financial support. In the UK the main arm of policy is 
the Regional Development Grant. This provides cash grants of up to 
15 per cent to eligible firms investing in new plant and equipment. The EC 
prefers to give funds to infrastructure projects, which account for 90 per cent 
of the finance available from the European Regional Development 
Fund (ERDF) (out of a total of 2.2 million ECU in 1986). The European 
Social Fund (2.0 million ECU in 1986) can be considered an adjunct of 
regional policy in that about 80 per cent of the expenditure it makes is 
concentrated in problem regions. This provides finance for a variety of 
migration, resettlement and other job-creating schemes. Preferential treat
ment is also given by the European Investment Bank (EIB) to firms in 
problem areas seeking to invest in new plant and machinery. 

A difficulty in evaluating the success of regional policy is that social 
equity may be a more important objective than economic efficiency. The 
primary aim appears to be the reduction of differences in unemployment 
rates between regions, largely for non-economic reasons. As Armstrong 
and Taylor note: 

The justification for regional policy has relied heavily upon the fact 
that significant disparities in employment opportunities are socially 
and politically unacceptable (1985, p. 43). 

Pursuit of such objectives may conflict with the wider industry policy aim of 
enhancing national economic welfare. 

The ninth report of the ERDF (Commission of the European Communi
ties, 1984) estimates that (between 1975 and 1983) 570 000 jobs were 
created or maintained because of joint assistance from national bodies and 
the ERDF. This figure demands careful interpretation, for it relates only to 
the situation within problem regions. It says nothing about the opportunity 
cost (in jobs and welfare) on the rest of the economy, which will be 
substantial. For instance, the White Paper on Regional Industrial Develop
ment (Department of Trade and Industry, 1983) reports the average 
financial cost per job created in the 'assisted areas' of the UK during the 
1970s as £35 000 (1982 prices) and notes that: 

Many of the jobs said to be created would otherwise have come into 
existence elsewhere in this country and should thus be described as 
'transferred' (p. 2). 
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Furthermore, Regional Development Grants during the 1970s were essen
tially capital subsidies, and hence their net job-creating effect could have 
been negative. Firms operating labour-intensive production methods in the 
unassisted regions may have relocated in the problem regions using more 
capital-intensive operations. 

Opportunity costs are increased where regions or countries seek to 
attract firms away from rival locations. In the case of foreign firms, 
governments seek to outbid rivals by offering assistance to make a particu
lar location the most profitable for the firm. Whilst much political capital is 
made of the job opportunities created, the impact upon domestic welfare is 
more problematic. Incentives offered may well exceed the level required to 
attract such firms. As Stopford and Turner argue, with respect to the UK 
electronic and mechanical engineering sectors: 

By failing to understand the motives of prospective investors, civil 
servants have probably acted unnecessarily so as to enrich foreign 
shareholders rather than to focus their efforts on the creation of jobs 
in Britain in cases where, without public assistance, they would have 
gone elsewhere (1985, p. 141). 

In addition, more favourable treatment to such firms hands them a compe
titive advantage over domestic rivals. For example, Nissan (established in a 
development area in north-east England) was reported in September 1986 
to have a cost advantage of around £300 per car over the long-established 
General Motors' subsidiary Vauxhall. Much of this was the direct result of 
grant aid and, partly as a consequence, Vauxhall was forced to cut its 
workforce by 1000 (Financial Times, 5 September 1986). 

INNOVATION POLICY 

Innovation activity generally enhances economic welfare (Chapter 6). 
Firms, however, may not undertake the 'desired' level of innovatory 
activity. They may be deterred because the returns on any project are 
uncertain. Higher profits resulting from successful innovation may quickly 
be eroded. Lack of knowledge about competitors' developments may lead 
to the wasteful duplication of investment and research effort. Any one of 
these arguments can be used to justify innovation policy. 

There are also externality arguments for government involvement to 
expand the level of innovation. As well as enhancing the profit opportuni
ties of the innovating firm, benefits will accrue to consumers, rival firms 
and the government itself. Consumers' welfare is improved where innova
tion leads to lower prices or improved products. By imitation, rivals are 
sooner or later able to profit from the innovation. The government gains 
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from the higher tax receipts generated. These externalities create a di
vergence between private and social rates of return. For a sample of 
seventeen product and process innovations, Mansfield et al. (1977) esti
mated that the social rate of return was around 2.5 times higher than that 
realised by the innovating firms. 

Such arguments for government involvement would not be recognised 
by adherents to the laissez-faire approach, as they turn on the presence of 
transaction costs. But to adherents to the supportive approach they pro
vide a case for government action to reduce the costs to firms of 
information-gathering, perhaps by setting up a government agency. The 
net effects of such intervention on welfare are somewhat ambiguous. On 
the one hand it will enhance the innovator's profits through improved 
sales, but on the other faster rates of imitation made possible by the 
improved flow of information will mean that these profits are more rapidly 
eroded. 

An active or planning approach would advocate additional forms of 
intervention, including the adoption of a patent system, financial support 
to innovative activity and government sponsorship of academic research 
programmes. A danger here is that employing a plethora of instruments 
may decrease the uptake by small and medium-sized firms, who are at an 
informational disadvantage, whilst simultaneously increasing the costs of 
administration. 

A patent gives the firm or individual a legally-enforceable right to 
prevent others from making, selling or using an invention for a specified 
number of years. The rationale is that this provides the inventor with the 
incentive to market his product since it slows down the speed of imitation 
and the rate at which innovatory profits are eroded. Higher prospective 
rates of return give firms the incentive to devote more resources to 
innovation. Joan Robinson refers to this as the 'paradox of patents': 

A patent is a device to prevent the diffusion of new methods before 
the original investor has received profit adequate to induce the requi
site investment. The justification of the patent system is that by 
slowing down the diffusion of technical progress it ensures that there 
will be more progress to diffuse (1956, p. 87). 

A patent system may encourage innovation in a second way, which is often 
overlooked. When seeking a patent, the firm has to disclose information 
which is then made generally available to others a few months later. Rivals 
can utilise this to avoid duplication of effort or to refocus their R&D 
programmes on more promising lines of research. While this aspect of a 
patent system would appeal to those advocating a supportive innovation 
policy, there remains a doubt. Patents may actually foster the duplication 
of research efforts because of the rewards in being the first to file a patent 
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application. Alternatively, the patent system may encourage premature 
R&D expenditures which would increase the costs of invention. 

The bureaucratic costs involved in a patent system must not be over
looked: the opportunity costs of the resources used may be considerable. 
These comprise the resource cost of the patent agency and that of using the 
system (management time and the costs of patent agents). There are also 
substantial costs consequent on preventing patent infringements. McGee 
(1966) cites legal fees of $3 million in the fifteen-year court action on 
petroleum cracking patents, whilst Scherer (1980, p. 454) estimates that 
annual administration costs in the USA total to $330 million at 1978 prices. 
Additional costs are borne by society through the use made of the system 
by firms who would have undertaken innovation even in the absence of 
patent protection. For these cases, patents simply slow down the market 
process and society suffers from reduced competition. 

An active innovation policy could also incorporate direct assistance to all 
(or to a selected sub-set of) firms- for instance, through sales tax exemp
tion for firms using advanced technology products, through tax allowances 
or through grants to firms undertaking R&D. Such programmes have 
several drawbacks. A patent system essentially provides a reward to firms 
who make successful innovations (generating abnormal or entrepreneurial 
profits). On the other hand, financial support is usually made available at 
an earlier stage in the innovatory process and so tends to benefit firms 
regardless of whether they eventually deliver marketable ideas. Interven
tion agencies again face the problem that their expenditure may not 
actually increase the level of R&D activity. Although a firm may argue that 
support is necessary to finance a specific project, that research may have 
been undertaken anyway. Instead, the state support is being used by the 
firm for other purposes. Finally, selective assistance schemes require a 
state agency to decide which sectors merit support and which do not. 
Centralised 'strategic' choices are unlikely to be better than those of the 
firms closest to the technologies and markets concerned. They may even be 
worse, upsetting the market mechanism and wasting resources by assigning 
aid to the wrong projects and the wrong firms. This argument can also be 
used to counter proposals to enhance innovation by sponsoring research 
activity in universities and other institutions. 

The stance of competition policy has implications for innovation. It has 
been shown that a perfectly competitive market structure is unsuitable for 
innovation (Chapter 6). Rather, markets with a higher level of market 
concentration (particularly oligopoly) appear to be more favourable. In
deed, such structures appear to evolve in industries where technological 
change is rapid. Consequently any competition policy which rigidly takes 
perfect competition as its model will tend to hamper innovation. Similarly, 
where there are measures aimed at preventing competition being distorted 
by restrictive agreements between firms, care is needed to avoid penalising 
joint R&D ventures. 
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INNOVATION POLICY IN PRACTICE 

Most advanced economies operate an active innovation policy aimed at 
accelerating the rate at which new products and processes are introduced. 
These usually incorporate both a patent system and financial assistance, 
although the latter may unintentionally discriminate against small firms 
who often lack the information to take advantage of such support. 

Welfare enhancement does not always seem to be the objective behind 
policies of financial support to innovation. Instead the motive often seems 
to be the promotion of national prestige and national security. In the USA, 
UK, France and the USSR support to military, nuclear and space pro
grammes is a major component of innovation policy. These projects are 
often loss-making. In the UK, loans to aircraft manufacturers to finance 
civil airframe and engine development ('launch aid') have exceeded 
$2 billion (excluding Concorde) since the Second World War. Subseqent lack 
of commercial success has meant repayment of only 10 per cent (Financial 
Times, 26 February 1986, p. 3). In contrast, Vogel (1979) argues that a key 
reason for Japan's industrial success is that virtually no resources are tied 
up in government-sponsored, non-commercial defence and space projects. 

Patent systems appear to be relatively successful in enhancing welfare. 
Although impossible to quantify, without patent protection some innova
tions would not have taken place. However, the patent systems as operated 
have a number of limitations. A firm operating internationally faces the 
costs involved in meeting the patent requirements imposed by different 
countries, although extensive developments in recent years have reduced 
the transaction costs involved in seeking patent protection in more than 
one country. The European Patent Office (which has operated since 1978) 
has reduced the transaction costs of obtaining patent protection in Europe. 
Similarly, the Patent Cooperation Treaty (1970) means that only one 
patent application is required to apply for cover in all the 69 countries party 
to the agreement (although firms still face differences in national patent 
law). 

Another problem is that the life of a patent (twenty years in the UK and 
other European countries, seventeen in the USA) may be too long. 
Nordhaus (1969) argues that a patent life of fifteen - twenty years is 
optimal for projects which yield a cost saving of only 1 per cent and whose 
end products are price inelastic. Any project likely to yield more substan
tial cost savings merits a shorter patent life because the costs of the 
innovation can be recouped more readily. However, calls for a variable 
patent life ignore the associated heavy administrative burden. 

One disadvantage of the US patent system is that it does not prevent the 
practice of 'ringing' a new field. This is where a firm increases its monopoly 
power by taking out patents on a series of different innovations all in the 
same area. The firm then uses the least cost innovation while other firms 
are denied use of the others. This is largely avoided in the UK, since there 
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is the possibility that compulsory licences may be granted to others in 
certain circumstances- for instance, where the patent is not being commer
cially worked in the UK. Now the patent holder cannot refuse to licence a 
competitor to use his product or process. 

TRADE POLICY 

The use of trade policy to achieve industrial objectives has a long history. 
Protection is frequently used as part of an active or planning industry 
policy. By restricting foreign competition, it is possible to influence the 
operation of particular firms and industries; to accelerate the growth of an 
infant industry; or to decelerate the decline of a mature industry. It may 
also (as part of a supportive industry policy) be used as a 'second-best' 
measure to try to force other economies to adopt liberal trade policies. 

The use of trade policy to achieve domestic industry policy ends has 
several attractions. It appeals to politicians concerned with re-election, 
because the benefits are readily perceived by the favoured group. The 
government is saved any direct expense - quite the reverse, for tariffs 
increase government revenues. However, the costs of such policies (al
though relatively invisible) are substantial. The protection of one sector 
may bolster local employment but the overall effect on welfare - and even 
on overall employment levels - may be negative because protection insu
lates and supports domestic firms by raising prices and reducing competi
tion. 

In many respects, protection of a declining industry suffers from the 
same disadvantages as financial support. The respite from foreign competi
tion is rarely used as a 'breathing space' for adjustment, but rather tends to 
be seen as an opportunity for inaction. This may be profit-maximising from 
the firm's viewpoint. If it fails to see a long-term future for the sector (and 
so regards the investment necessary to regain international competitive
ness as uneconomic) then it may be prepared to suffer production ineffi
ciency and enjoy the rents of protection. Furthermore, the changes 
necessary to become competitive may involve large job losses, which may 
damage profitability if they lead to protection being removed. However, 
job preservation is bought at the price of the ossification of the structure of 
the economy, reductions in market flexibility and adverse effects on 
long-term competitiveness leading to reduced living standards for the 
country's citizens. 

TRADE POLICY IN PRACTICE 

Until the Second World War, trade policy was the principal method of 
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supporting domestic industries, with tariffs and quotas the main instru
ments. Following the formation of the General Agreement on Tariffs and 
Trade (GATT) in 1947 (culminating in tariff cuts in the Kennedy and 
Tokyo rounds) and the emergence of free trade areas and customs unions 
such as the EC, there has been a reduction in the use of these traditional 
measures, particularly in manufacturing. However, all advanced econo
mies (including the USA, where other forms of industry policy are little 
used) continue to rely heavily on trade policy. Unlike other industrial 
policy instruments, such policies are frequently used to protect firms in the 
agricultural and service sectors, as well as in manufacturing. Within manu
facturing, they tend to be concentrated on a narrow range of products, 
including textiles, footwear, steel (and, more recently, automobiles, elec
tronic products and components). 

Tariffs and quotas have been increasingly replaced by non-tariff barriers 
(such as market-sharing agreements, 'health' and 'safety' standards to be 
met by imports) and by the use of selective assistance to industries. In 1974 
only 0.2 per cent of the UK's trade in manufactured goods was affected by 
non-tariff barriers; by the early 1980s this had risen to around 45 per cent. 
Also, by 1986 market-sharing agreements alone were affecting over half 
France's manufactured imports and 43 per cent of the USA's (The Econ
omist, 13 September 1986). 

The World Bank (1986) has gauged the costs of such protection. In the 
textile industry in 1980, each job preserved in the USA and Europe was 
estimated to generate a welfare loss of $169 600 and $124 700 respectively. 
Similarly, the imposition of the 'voluntary export restraint' by the USA on 
Japanese cars is reported to have increased the price of these cars by $1300 
to American buyers, with consequential losses in consumer surplus 
(United States International Trade Commission, 1985). It is estimated that 
simultaneous liberalisation of agricultural trade by industrial and develop
ing countries would enhance developing countries' welfare by $18.3 billion 
(1980 prices) and that of the developed countries by $45.9 billion. 

AN INTEGRATED INDUSTRY POLICY- THE CASE OF THE EC 

Industry policy must integrate the variety of policy measures in a coherent 
approach in order to attain the overall welfare objective. Nowhere is this 
problem more visible than in the EC. Not only must the Commission 
ensure harmony of its own policies, but it must also work for co-ordination 
between its policies and those of member states. 

Regional policy and competition policy are potential areas of conflict. 
Regional support (by definition) favours certain firms and industries, and 
hence distorts competition. The EC tries to reduce this by channelling 
regional assistance into those areas that are most disadvantaged: the 
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Mezzogiorno region of Italy, Greenland, Eire, Northern Ireland, the 
French Overseas Departments and Greece received 64 per cent of the total 
assistance in 1983. It is argued that aid to such regions - identified by their 
particularly high levels of structural unemployment and low GDP per 
capita- is justified because the gain from regional development compen
sates for the distortion to competition. 

Innovation policy is generally consistent with the aims of competition 
policy because it promotes dynamic competition through the development 
of new products and processes. Despite this, there can be problems if the 
innovation support is applied at too late a stage, or if too much support is 
given. Financial support to applied research acts in a way similar to an 
operating subsidy, and would give supported firms significant commercial 
advantages; the Commission thus provides guidelines to direct national 
support to basic research. Similarly, too much support may misdirect R&D 
activity towards projects that will gain subsidy but may not be intrinsically 
desirable. In consequence, the EC advocates that assistance to basic 
research support should not normally exceed 50 per cent of the gross costs 
of the project. Although agreements between firms are normally regarded 
as anti-competitive under Article 85, block exemptions have been given to 
permit co-operation between firms on R&D activity. 

Much of the conflict between Community industry policy and that of 
member states turns on differences in objectives and in approach. Until the 
1970s, European industry policy was limited to competition policy and to 
the removal of barriers to trade between members. The Memorandum on 
the Community's Industrial Policy (Commission of the European Com
munities, 1970a) signalled a wider role for industry policy and identified 
five broad objectives which were adopted in 1973: 

1. to pursue the establishment of a single market by the removal of 
barriers such as national preference by state bodies 

2. to move towards the harmonisation of the legal, financial and fiscal 
environment in which firms operate 

3. to promote mergers between the firms of different member states 
4. to facilitate adaptation by firms to changed market circumstances, 

particularly with regard to new industries plus a science and technology 
policy to facilitate the emergence of new industries 

5. to adopt a common policy with respect to economies outside the 
Community to ensure fair competition in foreign markets. 

Overall, the Commission seems to prefer a supportive approach to industry 
policy. This has led to conflicts as member states frequently adopt a more 
active stance on industry policy, and in certain cases the EC has been 
forced to accept decelerative policies, including support to the textile, steel 
and shipbuilding industries. But even here the underlying philosophy of 
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the EC is revealed by the type of support permitted. In 1982 the EC 
applied Articles 58 and 61 of the European Coal and Steel Community to 
declare a situation of 'manifest crisis' in the steel industry. This gave the 
Commission the power to impose minimum prices and production quotas 
on firms. The aim was to phase out uneconomic plants and to generate a 
competitive industry. Temporary subsidies were to replace national sup
port programmes. An end date (31 December 1985, but since extended) 
for EC assistance was always clearly specified, after which, according to the 
Commission of the European Communities: 

steel firms will have to rely on their own financial performance to 
sustain their activities and to finance the further structural adjustments 
that are necessary to improve their competitiveness (1986a, p. 146). 

More generally, the role of the EC has been that of a 'policeman', 
restraining members from policies involving excessive intervention. Where 
governments give different levels of support to the same industry, competi
tiveness may be determined more by the level of support than by intrinsic 
efficiency advantages. This may give perverse results such as the elimina
tion of unsupported low-cost producers in one member state because of the 
high level of subsidies given to inherently higher-cost producers elsewhere. 
A framework has thus been developed by the Competition Policy Director
ate to prevent each member state simultaneously pursuing a policy of 
strategic protection to selected industries. Textiles were the first industry to 
be subject to guidelines on state support (see Commission of the European 
Communities, 1972, pp. 135-6). The guidelines were that 

1. price subsidies are unacceptable because they reduce the incentive to 
restructure ailing industries 

2. aid should be tied to the requirement to reduce excess capacity 
3. aid should be designed to enhance the industry's international competi

tiveness. 

The guidelines were slightly modified in 1976 to allow aid to help expand 
capacity in growing sectors of the economy. Where a government wishes to 
give aid within these guidelines, the proposal has to be notified to the 
Commission for clearance. However, member states frequently resort to 
aid programmes without prior clearance. Where illegal aid has been given, 
the Commission can take (and has taken) steps to recover it from recipient 
firms. 
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CONCLUSION 

In implementing industry policy, most governments make active use of a 
combination of competition, regional, innovation and trade policies. The 
objectives of these policies are often political and social rather than the 
enhancement of economic welfare. Furthermore they are often conceived 
without any theoretical justification, although occasionally lip-service may 
be paid to the externality case for market failure. The notable exception to 
this is competition policy, which often draws on views of monopoly, 
mergers and anti-competitive practices from both the SCP approach and 
Austrian School. 

Careful economic analysis can reveal those policies that seem most likely 
to offer the chance of improving welfare without causing harmful effects on 
the rest of the economy. Although quantitative evaluation is often imposs
ible, the policies likely to be most successful in meeting these aims can 
usually be determined. For instance, governments may fail to recognise the 
extent to which measures in one area impinge upon those elsewhere, in 
which case industry policy will be an amalgam of policies which do not 
complement each other. Policies advocated may presume a level of knowl
edge and influence for the government that is unrealistic in a world where 
change and uncertainty prevail. Policies may impose heavy (if perhaps 
hidden) costs on the economy. This is likely to be the case where many of 
the policies involve a high degree of government intervention in the 
operation of firms and industries. 

Overall, it is the supportive policies that appear most attractive. This is 
significant in that most governments seem to reject this approach, favour
ing more active involvement in industry and incurring heavy opportunity 
costs. Even in the USA, where industry policy is less extensive, the 
measures used as part of trade policy and innovation policy rely on active 
intervention by the government. The industry policy of the EC is the most 
promising. It is closer to the requirements of a supportive policy, although 
even here the Commission is often forced to intervene actively in support 
of ailing industries. Furthermore, the EC sets an example by showing that 
a common policy framework can be devised to ensure consistency and 
co-ordination between policy elements. 



9 State or Private Control? 

If Government control had supplanted that of private enterprise a 
hundred years ago, there is good reason to suppose that our methods 
of manufacture now would be about as effective as they were fifty 
years ago, instead of being perhaps four or even six times as efficient 
as they were then. A. Marshall (1925, p. 338). 

INTRODUCTION 

Even where governments generally favour the operation of market forces, 
there is often state control of the production of certain goods and services. 
This involves either state ownership of the industry or state regulation of 
the way in which private sector firms operate. Recent developments in 
economic theory have increasingly questioned the benefits and usefulness 
of this approach, and these views have been reinforced by the relatively 
poor performance of industries under state control. 

In consequence, ideas as to the appropriate boundary between the state 
and the private sector are in the process of being revised in many countries. 
Although, for much of the twentieth century, there has been a trend for 
greater state involvement in the provision of goods and services, this has 
been reversed in the 1980s. Moves to reduce state regulation and state 
ownership have been proceeding apace, not only in the UK and the USA, 
but also in France, West Germany, Japan and even in less advanced 
economies such as China, Turkey, Pakistan and Mexico. 

THEORETICAL ARGUMENTS FOR STATE CONTROL 

Sectors under state control typically include the utilities, transport, com
munications, health, education and defence. In these cases, there are 
several theoretical arguments for state control which merit careful con
sideration. 

Some cases of state control stem from the operation of either an active or 
planning approach to industry policy. In the UK, state ownership (in the 
form of a majority shareholding) was extended to British Leyland and 
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other 'lame duck' firms as a means of providing state support to sectors in 
decline. As Chapter 7 has shown, the case for government intervention in 
such circumstances is flawed. More often, state control is advocated 
because the product is deemed to be a merit or a public good, or the 
industry is regarded as a natural monopoly. In these circumstances, it may 
be argued that either state provision or state regulation is necessary to 
prevent under-provision of the good or to prevent abuses which would lead 
to reduced economic welfare. 

The 'merit goods' argument has been applied most strongly in the cases 
of education and health. Economic analysis usually assumes that individ
uals are rational and are the best judges of their own welfare. If this 
assumption is relaxed, then it is possible that the individual will make 
decisions that are not in his own best interests- for instance, by consuming 
too little education. Such examples provide an argument for the state to 
intervene to ensure that provision is at an optimal level. This argument is 
reinforced if it is recognised that information flows are imperfect, or that 
some individuals may be unable to evaluate properly the information 
available. Although some externality arguments will apply (for instance, 
failure by one person to request medical treatment for an infectious disease 
may lead to an epidemic), the case for state control of merit goods largely 
turns on paternalistic and normative judgements beyond the scope of 
economic analysis. 

Defence, law enforcement and the judiciary are public goods. For this 
reason, state control may be advocated. As shown in Chapter 7, where 
information is imperfect, private provision of a good which is non-rival and 
non-excludable will be sub-optimal. This argument provides a necessary 
but not a sufficient condition for state control. A government, too, may be 
disadvantaged by imperfect information, in which case it is unlikely that 
the state will be able to identify that level of provision which maximises 
economic welfare. 

The natural monopoly argument is most commonly advanced for state 
control of the utility and transport sectors of the economy. A natural 
monopoly is said to exist where scale economies are not exhausted, even 
when one firm produces the entire market output (This is illustrated by the 
continually declining long-run average cost curve in Figure 9.1.) In such a 
market, output is produced at least cost when there is only one firm. 
Monopoly is the natural outcome; but it leads to several problems. 

A profit-maximising monopolist would produce an output level of OQm 
and set a price of 0 P m (Figure 9.1). This leads to abnormal profits and a 
welfare loss equal to the shaded area ABC as compared with the socially 
optimal level of OQopt· This welfare loss may persist, and even increase 
over time. The high profits of the monopolist may fail to attract the entry of 
new firms because of the shape of the long-run average cost function. For 
instance, another firm will find entry into the market unattractive if it 
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Figure 9.1 Natural monopoly 

believes that its extra output would drive the market price down to a level 
which fails to cover costs. Furthermore, if the monopolist feels safe from 
the threat of entry, and if the capital market is imperfect, he may be less 
concerned to operate efficiently. If, as a result, average costs rise, then 
society's welfare is further reduced. Even if entry were profitable, it may 
be unwelcome from the social welfare point of view. Although entry 
constrains the profits of the original firm (while moving price and output 
towards socially optimal levels) duplication per se misallocates resources. 
In other words, the costs of the two firms combined would necessarily 
exceed those incurred by one firm. This was recognised by Mill in 1848: 

It is obvious, for example, how great an economy of labour would be 
obtained if London were supplied by a single gas or water company 
instead of the existing plurality ... Were there only one establish
ment, it could make lower charges consistantly with obtaining the rate 
of profit now realised (1909, p. 143). 

The government therefore faces a dilemma. Monopoly is the most efficient 
market structure, but a profit-maximising monopolist behaves in a way that 
is detrimental to society's welfare. The traditional solution is for the state 
to control the operation of such an industry. 

STATE CONTROL OF NATURAL MONOPOLY 

The alternatives open to a government seeking to control natural mon
opoly are to regulate the industry (keeping it in private ownership, but 
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constraining the way in which the firm operates) or to replace private
sector provision by that of the state. The USA has favoured the regulatory 
approach, while in Europe it has been more common for firms to be taken 
into state ownership. 

Regulation in the USA began in 1877, following a Supreme Court 
decision to control the market prices of companies operating grain elev
ators in Chicago. Railways, trucking, air transport, telecommunications, 
electricity and gas are among the industries that have since been regulated. 
The regulatory agencies were charged with devising methods of control 
that prevented any abuse of market power while ensuring that the firms 
controlled did not become inefficient. 

The degree to which natural monopolies are brought into state owner
ship varies markedly between countries. In the USA, only the postal 
system and some utilities are owned by the state. In 1980, state ownership 
in Japan was also quite limited, embracing only posts, telecommunications 
and the railway system. In contrast, in Austria, Italy and France most 
communications, utilities and transport industries were operated by the 
state. In the UK, the coal, gas, electric, transport (road and rail), and steel 
industries were taken into state ownership during the period 1945-51. 
Shipbuilding and aircraft manufacture were nationalised later. 

The reasons for regulation of an industry are largely economic, based 
upon the market failure arguments. However, these do not necessarily 
apply where an industry is taken into state ownership. For instance, the 
main reasons for much UK nationalisation were social and political, 
although it was also believed that direct control of large sections of the 
economy would facilitate macroeconomic management. This has caused 
conflicts. Policies designed to achieve these wider goals have not always 
been compatible with the operation of the industry to enhance overall 
economic welfare (National Economic Development Office, 1976). 

PRICING UNDER STATE CONTROL 

Although state-owned natural monopolies sell their output commercially, 
they are generally removed from the disciplines of market forces. Direct 
finance from the state isolates them from the pressures of capital markets. 
Product market pressures are reduced because of their privileged status 
(they often have a statutory monopoly). This is also true of regulated 
industries where entry is restricted by the state. As a result, the state has to 
try to replace market disciplines with economic groundrules for pricing, 
investment and other aspects of firm behaviour. 

There are several ways in which the state can regulate prices. One is to 
set a maximum price for the product. This is shown in Figure 9.1. At the 
regulated price of OPr (which becomes the firm's average and marginal 
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revenue functions up to output OQr) the firm maximises profits at output 
level OQr. This increases the monopolist's output and reduces its profits. 
An alternative method of control would be to direct the firm to employ a 
'cost-plus' pricing formula. A natural monopoly can also be regulated by 
limiting profits, for example by specifying a maximum rate of return on 
capital employed. In practice, regulation in the USA tends to combine 
these methods. Commonly the method of price setting, the average price 
level and the pricing structure have to be approved by the regulator who 
specifies a maximum rate of return on capital employed (usually based 
upon that earned by unregulated firms). 

These methods of regulation are not without drawbacks. As presented 
so far the problem has been essentially static, and it has been implicitly 
assumed that the regulatory body has the information necessary to exercise 
effective control. To set maximum prices or 'cost-plus' pricing rules, 
regulators must be able to identify efficient methods of production. They 
also require information on market demand and the competitive level of 
factor prices. This information may be difficult to acquire, especially where 
cost and demand conditions are subject to rapid change. Without direct 
information, the regulator must rely on that produced by the firm, which 
may seek to misrepresent the data so that the form of control imposed 
matches more closely with the firm's objectives. For instance, 'cost-plus' 
pricing gives the regulated firm an incentive to exaggerate its costs to 
secure higher absolute margins. The result is a reduced willingness to lower 
costs, either through the adoption of new work methods and innovations or 
through bargaining to gain the lowest factor prices. Forsyth and Hocking 
(1980) and Albon and Kirby (1983) note evidence of such 'cost-padding' 
(generating productive inefficiency) in the case of the regulated Australian 
airlines. 

Restrictions on profits have another drawback which was first identified 
by Averch and Johnson (1962). Imposition of a maximum rate of return on 
capital employed causes the regulated firms to adopt more capital-intensive 
production techniques. This distorts allocative efficiency because capital in 
the regulated sectors of the economy may thus be relatively less productive 
than that in the unregulated sectors. 

Where an industry is taken into state ownership, it may be directed to set 
prices so as to preclude the making of abnormal profits. The earliest 
groundrule given to the nationalised industries in the UK, and contained in 
their nationalisation Acts, was that they should 'break-even' (taken over 
an unspecified number of years). However, this tended to encourage 
cross-subsidisation and over-production. Cross-subsidisation uses profits 
from certain activities to sustain others, and leads to a misallocation of 
resources. In the profitable areas, consumers pay a price that exceeds 
marginal cost; in the loss-making areas, the price is below the marginal 
cost of the output. · The incentive to cross-subsidise arises from the 
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interdependence between the break-even objective and the wider social 
obligations placed on these industries. As an illustration, the unprofitable 
supply of electricity to remote homes may be advocated on social grounds; 
to avoid making losses, the nationalised industry is forced to finance this 
service by raising the price it charges for lower cost markets. 

Another option is to direct that prices be set on the basis of marginal 
costs. This instruction was given to the UK nationalised industries in a 1967 
White Paper (HMSO, 1967). However (with the exception of electricity) 
this directive was largely ignored; there were information problems, and it 
was incompatible with other objectives. Often it proved impossible to 
determine marginal cost, since this depends on knowledge of the value of 
the next best use for the factors of production, and such evaluation is 
necessarily subjective. 

Ignoring such practical difficulties, marginal cost pricing has other limita
tions from the point of view of the economist. The attraction of setting 
price equal to marginal cost (price 0 Popt in Figure 9.1) is that it maximises 
economic welfare arising in this industry (see also Chapter 5). But when 
this price is below average cost, the industry operates at a loss. This might 
be financed in a number of ways. Revenue might be raised by fixed 
charges, such as a standing charge for connection to a electricity distribu
tion system. But this itself reduces welfare. Some small-scale users are 
likely to be deterred because the consumer surplus they would obtain from 
consuming units priced at marginal cost is outweighed by the standing 
charge. A similar problem occurs with multipart tariffs, where the price per 
unit decreases as more units are consumed, until eventually price equals 
marginal cost. This avoids the financial loss, but again results in a loss of 
welfare for small-scale users. Another device is for the state to finance the 
deficit through taxation - but unless these are lump-sum taxes they will 
generate a loss of welfare elsewhere in the economy. 

If all other sectors of the economy were perfectly competitive, there 
were no externalities, and no taxation, then marginal cost pricing in the 
case of the state-owned industry would improve economic welfare. This is 
a 'first best' solution. But where these conditions are not met, instructing 
only certain industries to adopt marginal cost pricing may reduce economic 
welfare. This is because a movement towards marginal cost pricing in one 
industry is merited only when the gain in marginal benefit in the regulated 
industry exceeds the marginal loss induced elsewhere by the reallocation of 
resources. Marginal cost pricing may thus not even be a 'second best' 
solution (Lipsey and Lancaster, 1956). 

INVESTMENT UNDER STATE CONTROL 

Where industries are regulated by the state, there are generally few 
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controls on investment behaviour. The instruction to limit the rate of 
return on capital to levels achieved elsewhere means that regulated firms 
encounter little difficulty in attracting finance. This often contrasts with a 
firm in state ownership: for instance, in the UK nationalised industries are 
generally barred from private sources of funds. 

Choice of the appropriate cost of capital is crucial because it affects both 
the volume of investment undertaken and the capital intensity of produc
tion. Nevertheless it has proved difficult to devise effective guidelines. In 
the 1967 White Paper, investment projects had to meet a 'test rate of 
discount' of 8 per cent (later 10 per cent). This was thought to be 
comparable with the real rate of return achieved by large private-sector 
firms. Projects failing to meet this criterion might still be justified on 'social 
or wider economic grounds'. In practice, this was often used by the 
nationalised industries to side-step the test rate of discount. In conse
quence, the 1978 White Paper (HMSO, 1978) brought amendments to the 
investment groundrules. Investment programmes as a whole must now 
achieve a real rate of return of at least 5 per cent. Less profitable projects 
may still be accepted on wider social grounds but, overall, this target must 
be met. 

Each of these methods for investment appraisal use a social opportunity 
cost approach, where it is assumed that investment by the nationalised 
industry displaces an equivalent amount of private-sector investment else
where. Hence, for allocative efficiency, the rate of return on marginal 
projects must be the same as in the private sector. However, if private
sector consumption is displaced as well, then this approach suffers the 
defect of ignoring the problems of social time preference discussed in 
Chapter 7. 

PROBLEMS OF ENFORCING STATE CONTROL 

Under state control it may be difficult to discipline management so that it 
works to achieve the objectives desired by the state. This problem can be 
seen in the UK, where the constraints on management in the nationalised 
industries have been progressively tightened in an attempt to reduce their 
room for discretionary actions. For instance, under the 1961 White Paper 
(HMSO, 1961) nationalised industries were simply required to achieve a 
specified rate of return on assets, which was formulated to take account of 
any social obligations. By 1978 they had to satisfy external financing limits 
(a limit on borrowing, or - for 'profitable' industries - a surplus to be 
contributed to state funds), they had pricing guidelines and financial 
targets, and they also had to publish additional performance indicators to 
enable international comparisons. 

In the USA, several models have been developed to show how regulation 
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has favoured particular groups rather than the wider national interest. 
The term 'regulatory capture' was coined by Stigler (1971) to describe 
situations where the consumer loses out from regulation because potential 
gains are captured by the producers. Stigler's analysis provides a radically 
different view of the process of regulation. He argues that it is the industry 
itself that lobbies for state control. The regulatory body then acts in the 
interests of the producer rather than for society as a whole. For instance, 
the Civil Aeronautics Board (established in 1938) served the interests of 
firms in the airline industry by refusing to allow any new entry during its 
40-year life. Another example comes from the transport industries, where 
high-cost firms have been protected from competition by the statutory 
maintenance of minimum charges. 

A similar view is advanced by Peltzman (1976), who sees regulation as 
the result of different interest groups 'bidding' for the right to transfer 
wealth from the community as a whole. Politicians select the areas for 
regulation according to the likely impact on political support. Under the 
regulatory framework, there may well be resistance to new technology or 
to changes in demand; while benefitting some, such changes may adversely 
affect others, to an extent that the politicians' chances of re-election are 
reduced. In trying to contain change, regulators will seek to adopt policies 
which 'share the gain and share the pain', so moderating the distribution 
effects. Thus, according to Peltzman, cross-subsidisation should be en
demic in regulated industries, despite its detrimental effects. 

There is substantial evidence in support of these contentions. With the 
extension of regulation from US railroads to other sectors of the transport 
industry in 1935, the status quo was maintained by setting trucking rates in 
line with rail freight charges. Furthermore, the extension of regulation in 
the first place (and its later extension to waterways and airlines) may be 
seen as a way of minimising damage to the railroads from technological 
developments. More recently, studies of the US and Canadian trucking 
industries (Moore, 1978; Kim, 1984) suggest that regulation principally 
benefits labour and capital owners rather than consumers. 

WHAT IS PRIVA TISA TION? 

In recent years, there has been increasing dissatisfaction with the perceived 
poor performance of industries controlled by the state, and the frequent 
failure of state control to achieve its objectives. For instance, Cornell and 
Webbink argue that regulation is equivalent to saying to a firm that: 

Because in an unfettered market you may exercise or you have in fact 
exercised your monopoly power, we're going to give it to you in 
perpetuity. In addition, we will let you control the relevant informa-
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tion so we cannot tell whether you are abusing your monopoly power 
(1985, p. 38). 

At the same time, developments in economic theory have questioned state 
control in cases of market failure. There has been a change of emphasis, 
the suggestion increasingly being made that (in many instances) greater 
benefits to society would follow from shifting provision to the private 
sector and allowing market forces to operate more freely. 

The term 'privatisation' is often used to describe the process of switching 
ownership from the state to the private sector, but this is a narrow 
definition. It is better to refer to privatisation as the general removal of 
state controls on economic activity. It embraces change of ownership, 
action to remove regulatory constraints, and general attempts to expose 
more economic activities to the rigours of market forces. These three 
elements can be readily identified for the UK. Jaguar, British Telecom and 
British Gas are just three companies whose ownership has been transferred 
to the private sector since 1979. Deregulation has occurred in several 
sectors: solicitors have lost their exclusive conveyancing rights; opticians 
have lost their monopoly in the dispensing of spectacles; long-distance 
coach services and local bus operations have been given more freedom in 
determining routes and fares. Where activities have been kept within the 
state sector, efforts have been made to foster greater use of the market. 
This is illustrated by the instruction to the National Health Service to put 
out to tender their 'hotel services' (cleaning, catering and laundry), and by 
the encouragement to local authorities to contract out street cleaning and 
refuse disposal. 

THE NATURAL MONOPOLY ARGUMENT REVISITED 

Recent developments in economic theory question the natural monopoly 
argument for state control. According to traditional analysis, the case for 
state control turns on the welfare losses that arise from the private 
operation of a natural monopoly. This though is static analysis: it ignores 
two important considerations. Over time, natural monopolies may face 
competition from new products and processes. This is so for telecommuni
cations where established technologies are threatened by radio-based, 
microwave and cellular-radio systems. Paradoxically, state control may 
bolster a natural monopoly by slowing down the rate at which new 
technologies emerge, because state agencies may actively prevent new 
forms of competition developing. These are results which would be ex
pected by Austrian theorists. From their dynamic perspective on competi
tion as a process, a natural monopoly is not immune from the process of 
competition, although governments may be able to slow down the speed of 
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new entry. This is a return to earlier thinking. Wide recognition of the 
natural monopoly argument dates from Adams (1887). Prior to this, the 
conventional wisdom was that private-sector monopolies were essentially 
ineffective against all-pervasive, irrepressible competitive forces and that if 
monopoly was a problem, then it was because it was state-owned (Hazlett, 
1985a). 

Austrians would also criticise state control of natural monopoly on the 
ground that it ignores many practical difficulties. Successful regulation of a 
natural monopoly requires accurate data on costs and demand. In a world 
where information is imperfect, transaction costs exist and change is 
endemic, it is impossible to obtain the information which established 
theory takes for granted. Marginal cost pricing and other regulatory 
solutions cannot be practiced with any certainty, and may consequently 
worsen rather than improve the performance of natural monopoly. As 
Hazlett argues: 

Faced with a complicated world and complex long-term relationships 
in that world, regulators are seen as a low-cost mechanism for impos
ing rules on monopolists. Yet by the very same problem, that of 
limited information, we are led to question the ability of regulators to 
know what rules efficiency dictates or, divining such wisdom, their 
altruism in implementing such to the detriment of more profitable 
opportunities (1985b, p. 104). 

Even mainstream theory is changing its view of the natural monopoly. 
Traditionally it has been argued that the natural monopoly stems from a 
continuously declining long-run average cost curve. Recognising the pres
ence of transaction costs, one firm may be able to organise production at 
lower per unit cost than two or more firms. Thus, even for a single-product 
firm, falling average production costs will not automatically imply a natural 
monopoly, because they may be outweighed by organisational diseconom
ies. Conversely, even where there are no technical economies of scale, the 
presence of substantial economies in organisation may itself create a 
natural monopoly. 

The theory of contestability (Baumol, 1982) also suggests that the 
conditions necessary for a natural monopoly are more restrictive than 
commonly supposed. It is not sufficient for long-run average costs to 
decline relative to market demand. Consider the case of an airline opera
ting from London to New York. Indivisibilities in capital will lead to 
substantial economies of scale and falling long-run costs, and may mean 
that costs are minimised when the route is in the hands of one firm. But this 
situation will not free that firm from the threat of other firms using the 
same route. Capital costs are salvageable, since it is relatively easy to use 
the capital on other routes. Thus other airlines may be prepared to enter 



State or Private Control? 153 

the market if they see the incumbent firm earning high profits. This threat 
will force the incumbent firm to price more competitively and the welfare 
loss will be reduced. It is only where there are non-recoverable sunk costs 
which act as a barrier to exit that the natural monopoly argument still 
applies. Empirical evidence suggests there is some substance to this theory, 
although it may need more than one potential entrant to generate lower 
prices. In the USA, Moore (1986) found that it required five airlines 
operating in the market for prices to be brought down. 

The argument that provision by more than one firm in a market charac
terised by the conditions of natural monopoly will lead to wasteful duplica
tion may be faulty. Entry by another firm need not automatically lead to 
duplication of facilities. Take the case of gas supply. Suppose a new entrant 
attracts custom away from the incumbent firm by offering to set up a 
service at a relatively lower price. If it sets up its own distribution system to 
supply these customers then the incumbent firm's distribution system will 
become redundant. It will be in the interests of both firms for the incum
bent to sell or lease all, or part of, its existing system to the rival. 
Duplication is thus unlikely to occur if (as implicitly assumed by traditional 
theory) products and processes are identical. Recognising differences in 
costs and in products introduces another qualification. Duplication is less 
wasteful in such circumstances since it opens up additional choices. 

It should also be noted that the natural monopoly may not extend to the 
whole of a firm's activities. For example, in the utilities, it is generally only 
the distribution system that meets the criteria for a natural monopoly. 
Take the electricity industry. The national grid is a natural monopoly, but 
the generation of electricity and the sale and maintenance of consumer 
appliances are not. This suggests that in many instances there is no 
justification for state control to encompass the entire area of a firm's 
operations. 

OWNERSHIP ARGUMENTS 

In all but a few cases it is feasible for goods to be provided either by the 
state or by the private sector (a government would not readily agree to the 
private provision of its armed forces or police service, because of the risk of 
being overthrown). Some proponents of privatisation argue that (even 
without any change in the competitive environment) switching to private 
provision will enhance welfare by improving performance. This will occur 
if the change of ownership increases the motivation of managers. There are 
two reasons why this might happen. First, in the private sector the 'carrot' 
is likely to be more attractive because it is more common for financial 
remuneration to be linked to the performance of the company. Secondly, 
the 'stick' - in the form of increased pressure resulting from exposure to 
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the capital market - is likely to be more effective in disciplining manage
ment. 

Under state ownership, managers' financial remuneration is rarely re
lated to the performance of the firm. Without the prospect of reward, there 
is less incentive for efficient management. Equally there is less risk of 
personal loss if management is slack. The inference is that managers in 
state-owned firms may have rather more scope than their private-sector 
counterparts for pursuing personal objectives that are not in the best 
interests of the firm. Their actions may include increased resistance to 
change, since the introduction of new products or processes will tend to 
disrupt existing work procedures and require increased effort. Other 
examples are improved working conditions to placate the workforce, 
products of an excessively high standard to minimise complaints from 
customers, the adoption of easy-to-operate pricing systems and paying 
'over the odds' for inputs (Alessi, 1974). 

As state employees themselves, bureaucrats face the same weak incen
tive system, so may not be diligent in exposing poor management. (In fact, 
this may be circular in that the inefficiency of management may be due to 
frustrations from bureaucratic delay and political interference.) In con
trast, for the private sector the capital market is likely to be more effective 
in monitoring managers' performance. The threat of takeover may focus 
minds more sharply on the task of efficient operation because of the 
likelihood of dismissal by the new owners. There may also be more 
pressure on private-sector management from the need to satisfy share
holders, many of whom will be well-informed, large institutions. 

Paradoxically, if improvements in management performance do occur as 
a result of the change of ownership, they need not necessarily lead to an 
increase in economic welfare. Whilst the elimination of X-inefficiency will 
improve resource allocation by reducing costs, greater efficiency may also 
be displayed in more aggressive exploitation of market power. Thus can be 
illustrated in Figure 9.2. 

Before privatisation of a monopoly, average and marginal costs are 
equal at OF and, because of a directive to set price equal to marginal cost, 
price is also equal to OF. After privatisation, the situation is represented 
by price OP m and cost level OE. These changes in cost and price follow 
from the assumption that management is brought under greater pressure 
from shareowners. Prices are raised to monopoly levels, and costs reduced. 
Privatisation results in a productive efficiency gain equal to the cost 
reductions (area EFBD), but an allocative loss occurs (equal to area 
ABC). From a static viewpoint, privatisation would enhance economic 
welfare only if area EFBD exceeds area ABC. However, static losses may 
be offset by beneficial changes over time. Managers will have more reason 
to foster new products and processes if any increase in profits increases 
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Figure 9.2 Gains and losses from privatisation 

their income. The higher rate of innovation will advance the welfare of 
society. 

EMPIRICAL EVIDENCE ON OWNERSHIP ARGUMENTS 

The empirical evidence on differences in efficiency between private and 
state sector firms is ambiguous, but there is some evidence that the 
discipline of the private sector is more effective. For the UK, Pryke (1982) 
notes that loss-making firms in the private sector tend to disappear rela
tively quickly from the market, their assets being transferred (via takeover 
or liquidation) to other firms. Even allowing for differences in objectives, 
elimination of loss-making activities in state-owned companies and corpor
ations appears to be much slower. 

There is more evidence on the relationship between cost levels and 
ownership (Table 9.1). For instance, Meyer (1975), Alessi (1975), Neuberg 
(1977), Pescatrice and Trapani (1980) are amongst those who have 
analysed differences in cost levels between private and state electricity 
generators in the USA. Some of these studies find the private sector to be 
more efficient, others find the reverse. Studies of water utilities in the USA 
reveal similar mixed findings, although evidence from other economies 
indicates few efficiency differences between the two sectors. For instance, 
Caves and Christensen (1980) report that there were no obvious differ
ences in productivity between the railways operated by Canadian Pacific 
(private) and Canadian National (state) over the period 1956-75. 
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One reason for the failure of the US studies in Table 9.1 to produce clear 
cut results is that they tend to consider sectors where the private operators 
are themselves state-controlled. These studies may thus simply reveal that 
regulation itself acts as a disincentive to efficient management in the 
private sector. Support for this contention comes from a study by Atkinson 
and Halvorsen (1986) of electric utilities in the USA. On finding no 
difference in efficiency between private and state-owned companies, they 
noted that in both cases costs were 2.4 per cent above competitive levels. 
This, though, may reflect the inappropriateness of the form of regulation. 
If 'cost-plus' pricing methods are being used, an essentially more efficient 
private firm may choose its costs in order better to meet profit objectives. 

Efficiency comparisons between private and state sectors are fraught 
with problems. Adjustments need to be made for differences in product 

TABLE 9.1 Empirical evidence on the difference between state- and 
private-sector efficiency 

Country Industry Study Conclusions 

USA Electric Di Lorenzo and Robinson 
(1982) No difference 

USA Electric Fare, Grosskopf and Logan 
(1985) No difference 

USA Electric Meyer (1975) State firms more 
efficient 

USA Electric Moore (1970) Private firms up to 5% 
more efficient 

USA Electric Neuberg (1977) State firms 6--20% 
more efficient 

USA Electric Pescatrice and Trapani State firms 33% more 
(1980) efficient 

USA Electric Atkinson and Halvorsen Private and state firms' 
(1986) costs 2.4% above the 

competitive level 
USA Electric Alessi (1975) Private firms sell 

wholesale electricity 
at higher prices and 
buy in at lower prices 

USA Water Bruggink (1982) State firms 21% more 
efficient 

USA Water Crain and Zardkoohi (1978) Private firms 22% more 
efficient 

USA Water Feigenbaum and Teeples 
(1983) No difference 

Canada Rail Caves and Cristensen (1980) No difference 
Australia Airlines Davies (1971,1977) Private firms up to 

100% more efficient 
Australia Airlines Forsyth and Hocking (1980) No difference 
UK Various Pryke (1982) Private firms more 

efficient 
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mix and in the cost of factor inputs. Whilst it may be reasonable to assume 
profit-maximising behaviour on the part of private-sector firms, this cannot 
automatically be applied to firms in state ownership. For instance, nation
alised industries in the UK must fulfil wider social objectives, as laid down 
in the statutes of nationalisation. In addition, governments have often 
directly intervened in the activities of industries owned by the state in order 
to attain other national objectives. Typical examples of such intervention 
include price restraint, curtailment of investment programmes and direc
tives to buy domestic inputs. A simple comparison of firms under private 
and state ownership may fail to incorporate the extent to which state 
industries attain these wider social and macroeconomic objectives. At the 
same time, there is the risk that these can be used by management as an 
excuse for poor performance. 

The difficulties of making valid comparisons are clearly illustrated in 
Pryke's study of relative efficiency in the private and state sectors in 
the UK (1982). Pryke recognised that his sample tended to favour state
owned operations. British Airways (state) had the advantage over British 
Caledonian (private) of being able to operate from Heathrow Airport. 
Sealink and British Rail Hovercraft (state) were in a better position to take 
ferry passengers without cars than European Ferries or Hoverlloyd, while 
cross-subsidisation gave gas and electricity board showrooms (state) an 
advantage over private-sector retailers. Despite this, Pryke discovered 
several instances where the management of state-controlled firms had 
missed opportunities to improve or develop their operations. Sealink failed 
to react to the integration by European Ferries of the carriage of commer
cial vehicles and passenger cars. The company also had much older ships, 
and was less astute in price setting. British Airways was overmanned by 
15 per cent in 1978 while the Electricity Board showed a reluctance to close 
down loss-making activities. Pryke concluded that: 

public enterprise has performed relatively poorly in terms of its 
competitive position, has used labour and capital inefficiently and has 
been less profitable (p. 70). 

This comment is in line with the conclusions of Borcherding et al. (1982). 
In summarising the evidence, they note that state enterprise outperformed 
its private-sector counterparts in only nine out of more than fifty studies. 
Of these nine, three studies (including that of Meyer) were felt to be 
unreliable because of deficiencies in their methodology or data. 

PROMOTION OF COMPETITION 

Whilst economists may disagree over the size (if any) of the gains which 
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stem from a change from state to private ownership, there is wide agree
ment that increased competition improves resource utilisation. In other 
words, much of the problem with state-owned industry is not a conse
quence of state as opposed to private ownership, but the result of mon
opoly. 

Many state-controlled firms are isolated from market disciplines and 
incentives. State-owned firms are often statutory monopolies: by law they 
can exclude potential competitors. For instance, in the UK the Post Office 
has, to all intents and purposes, a statutory monopoly in the provision of a 
letter post service, since rivals are obliged to set a very high minimum 
charge. Where firms are regulated by the state, it is again often the case 
that incumbent firms are protected from new entrants. Few states in the 
USA will allow new firms to set up an electric utility. Austrian theorists 
would condemn such practices, as preventing the operation of the competi
tive process and diminishing economic welfare. Without the threat of 
competition, there is less pressure on management to operate the firm 
efficiently, or to introduce new products and processes. Austrians would 
argue that state monopoly is worse than private sector monopoly. A 
multiproduct firm is always threatened by other firms nibbling away at 
parts of its business; an incumbent natural monopolist would find it difficult 
to sustain its advantage over the entire product range, furthermore it is 
always under threat from technological changes. In contrast, the state 
monopoly is immune to many of these pressures. Its position can be eroded 
only by a major technological development in a substitute industry. For 
example, the availability of cheap energy from the development of nuclear 
fusion would seriously damage the fortunes of the coal industry, even 
where it has a statutory monopoly. 

One of the benefits from increased competition is the elimination of 
cross-subsidisation. Privatisation makes it hard for firms to continue to 
charge prices above the competitive level, so that cross-subsidisation is 
hampered by lack of funds. Goods and services formerly subsidised will 
either be discontinued or methods devised to produce them at lower cost. 
Either way, society gains overall because resources are switched from 
lower- to higher-valued uses. Privatisation appears to be eroding cross
subsidisation in the telecommunications markets. The break-up of AT&T 
in the USA and the entry of Mercury in the UK has led to increased 
competition for long-distance business. In the past, prices for these services 
had been set above marginal cost in order to subsidise local calls and 
domestic subscribers. Now in the USA peak coast-to-coast business rates 
have fallen by around 20 per cent over the period 1982-6, and in the UK 
peak-rate long-distance business calls have fallen by around 50 per cent. 

Increased competition may force managers to pay more attention to 
costs, since the penalty for X-inefficiency is the loss of markets to rivals. 
There is less scope for disparities in costs of production. Competition 
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makes it easier for managers to assess performance. However well
motivated, the managers of a state-controlled monopoly must find it 
difficult to judge the effectiveness of policies because they lack any frame 
of reference. Where there is competition, they can draw inferences about 
their own achievements by comparing their performance with that of other 
firms in the market. 

These increases in the efficiency of state-controlled firms following 
exposure to increased competition will not automatically be achieved. 
They depend on the attitude of government. If the government is prepared 
to countenance increased losses, then there will be no pressure on manage
ment to reform the way in which the firm is operated. For the potential 
gains to be realised, the government must impose (and enforce) rigorous 
financial targets. 

EMPIRICAL EVIDENCE ON THE PROMOTION OF 
COMPETITION 

Empirical evidence supports the contention that increased competition in 
state-controlled industries enhances welfare. Reporting on the costs of 
refuse collection in the UK the Audit Commission (1984) noted wide 
disparities. Each refuse collector has its own local monopoly, and most are 
state-owned. Some provide efficiently-run, low-cost operations, but others 
have allowed X-inefficiency to creep in. In a more competitive environ
ment, these cost disparities could not persist. If inefficient firms were not 
reformed they would find themselves losing custom to rivals who could 
provide the service more cheaply. More recently, a few UK local auth
orities have contracted-out refuse collection to competitive tender. One 
authority (Solihull) expects this to cut its bill for refuse collection from £1.6 
million to £1.1 million (The Economist, 12 July 1986, p. 25). Domberger 
et al. (1986) calculate that if all local authorities introduce competitive 
tendering for refuse services then savings of £80 million would have been 
attained in 1984--5. Savas (1977) found similar results in the USA where 
competition between private and state refuse collectors in Minneapolis led 
to an improvement in the quality of the service and a reduction in costs. 

Primeaux's study (1985) of the costs of electricity generation in the USA 
revealed that competition reduced costs as long as output was less than 222 
million kilowatt hours. At higher levels of output, economies of scale from 
a single supplier would outweigh the advantages stemming from competi
tive pressures. However, this can be largely discounted because only three 
of the 23 cities studied had power outputs near this level. In general, 
competition appeared to reduce costs by about 11 per cent. The average 
reduction in price was between 16 and 19 per cent, implying that competi
tion had also led to a tightening of profit margins. 
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Domberger and Piggott (1986) provide evidence that it is competition 
that is important in promoting efficiency, not ownership. Examining cases 
where state firms are at least as efficient as their private sector counter
parts, they note that in all instances the firms operate in a competitive 
market environment. 

FRANCHISING AS A MEANS OF PROMOTING COMPETITION 

In the case of a natural monopoly it may be possible to retain state own
ership or regulation whilst promoting competition by franchise. Demsetz 
(1968) illustrates this by considering the sale of car licence plates in cases 
where drivers are required to purchase these annually as a means of paying 
road tax. Scale economies in this market would lead to a natural monopoly 
if provision were left to the private sector. On the other hand, Demsetz 
argues that there is no rationale for the state to issue the licences. Instead, 
he suggests that firms in the private sector should be asked to tender for the 
right to be the sole supplier of licence plates for a specified length of time. 
Tendering introduces competition into the market and enhances welfare, 
since the successful firm is the one which prices lowest; the others fail to 
obtain the franchise. With sufficient bidders, the result will be price OPr 
(Figure 9.1) much below the 'natural monopoly price' of OPm. This 
situation is repeated when the franchise is renewed. The original operator 
will retain the franchise only if he, again, tenders the lowest price. By 
requiring private-sector firms to vie for the exclusive right to use the 
system, franchising could also promote competition where it was felt that 
the ownership of, say, a gas or electricity distribution system should remain 
in state hands. 

Williamson (1976) argues that, although franchising introduces an el
ement of competition, it may not always result in an improvement in 
economic welfare. This follows if the benefits to society of increased 
competition are outweighed by increased transaction costs. Substantial 
transaction costs may be incurred in awarding the franchise and in sub
sequent monitoring and policing, particularly if the contract is complex. 
This could apply in the case of cable television where the bidders offer a 
service that differs not only in price, but also in terms of number of 
channels offered, variety of programmes proposed, reliability and disrup
tion in installation. State control may be more efficient in these circum
stances. 

WHERE ARE THE GREATEST GAINS FROM PRIVATISATION? 

The potential benefits of privatisation can best be illustrated by considering 



State or Private Control? 161 

the case of monopoly. Table 9.2 shows that privatisation (options 2, 3, 5 
and 6) generally offers a better chance of enhancing economic welfare than 
the operation of a monopoly under state control (options 1 and 4). Even 
where only partial privatisation is implemented it may be possible to 
improve economic welfare. For example, it is possible that performance 
might benefit from a transfer to private ownership without any measures to 
increase competition (option 3). Alternatively, benefits might be achieved 
by leaving the firm in the hands of the state whilst increasing competition 
(option 2). However, the greatest potential for the advancement of econ
omic welfare will normally come from a privatisation programme that both 
removes production from state ownership and improves the competitive 
environment (options 5 and 6). 

But the extent to which society's welfare will improve will depend on the 
characteristics of the firm being privatised. Gains from the transfer of 
ownership will be largest where it has been most difficult for the state 
effectively to control the operation of the firm. Gains from competition will 
be greatest where market forces have played a very minor role. On these 
criteria, the greatest improvement in welfare in the UK would follow from 
the privatisation of the health service and education. 

This causes a dilemma for any government trying to sell firms in state 
ownership. The easiest firms to sell are those where potential purchasers 
can most easily appraise their prospects. These are most likely to be 
activities where state firms already operate in the market sector, and where 
the firm is already competently run and competing effectively in markets at 
home and abroad. In these circumstances, the potential welfare gains are 
smallest. 

The way in which the firm is privatised also has an important bearing on 
economic welfare. There is a danger that the potential benefits of a transfer 
of ownership are not maximised. For instance, if the government tries to 
maximise receipts from the sale of the firm, then it will sell the firm with 
monopoly rights intact. Another problem can be illustrated by considering 
British Telecom (BT). The provision of public telephones is believed to 
generate a positive externality. Prior to privatisation, these earned £75 
million in revenue but cost £125 million to provide. Any private firm would 
eliminate such a loss-making activity. The UK government avoided this 
problem by instructing the privatised BT to retain a network of public 
telephones. As an alternative to retaining a monitoring role, the govern
ment could have given the privatised BT (or a cheaper supplier) a contract 
to extend and maintain the system of public telephones. This would limit 
the state's role to financing and checking the performance of the contrac
tor, whilst ensuring that society receives the external benefits. Similarly, 
education could be privatised without compromising the 'merit good' 
arguments. The state could continue to make education compulsory and 
regulate standards, whilst leaving supply to the private sector. It would also 
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be possible to introduce competitive pressures by providing finance in the 
form of education vouchers which the pupil could redeem at the school of 
his parents' choice. 

PRIVATISATION IN PRACTICE 

It is too early to make definitive judgements about the success of privatisa
tion policies implemented during the early 1980s. Preliminary impressions 
suggest that some firms have improved their performance in excess of that 
which would have been expected with the general upturn in economic 
activity. However, it is likely that the welfare benefits obtained have fallen 
short of the maximum attainable, since privatisation programmes have 
frequently failed to reflect economic motives, being chosen instead on 
grounds of political expediency. 

There are a multiplicity of objectives behind the privatisation pro
gramme in the UK, economic efficiency ranking alongside aims such as 
widening share ownership, generating revenue to reduce the public sector 
borrowing requirement (PSBR), and reducing the power of trade unions. 
Consequently the form of privatisation has often been inappropriate when 
viewed from the perspective of enhancing economic welfare. In part, this 
inappropriateness has been due to the speed of the programme (by the end 
of 1987 it is expected that two-fifths of the industry owned by the state in 
1979 will have been sold off). Thus it has required concessions to win the 
co-operation of existing management. As Kay and Thompson put it: 

The paradox of privatisation is that the view that it contributes to 
economic efficiency is derived from the belief that private sector 
managers are subject to incentives and disciplines different from, and 
more demanding than, those which apply to their public sector 
counterparts ... But without the consent, or acquiescence, of these 
same managers privatisation of any sort is a difficult and protracted 
business (1986, p. 18). 

In consequence, whilst there are no obvious signs that the UK privatisation 
programme has been detrimental to economic welfare, it appears that the 
welfare improvement has been unnecessarily limited. 

Privatisation in the UK has frequently involved the sale of state-owned 
firms with little accompanying liberalisation of competition. BT has been 
transferred to the private sector with its monopoly position essentially 
unchanged. Mercury is the only company licensed to compete until 1989 
(this contrasts with the four firms licensed to compete with NTT in 
long-distance telecommunications in Japan). Similarly British Airways is 
isolated from competition on many routes by the requirement to have a 
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licence to operate from the Civil Aviation Authority, a body which is very 
restrictive in granting licences. Furthermore, the firms sold by the state 
have often been those where the potential gains from privatisation have 
been least. For instance, Jaguar, British Aerospace, National Freight and 
Britoil were subject to effective competition prior to privatisation, enjoy
ing little protection in the home market. 

Deregulation and the contracting-out of areas of state operation has 
been less developed, but appears to have generated greater benefits. 
Following the deregulation of long-distance coach services there have been 
notable improvements in the quality of services, and prices have fallen 
(Davis, 1984). The 1986 deregulation of urban transport outside London 
has led to reduction by a third of the subsidies necessary to support 
uneconomic services because of the introduction of competitive tendering 
(The Economist, 11 October 1986). But even so, opportunities to enhance 
welfare further have been lost. As a result of the government's failure to 
sell off city centre coach terminals, National Bus (the established state 
operator) was able to prevent rivals sharing the most convenient terminals 
(Jaffer and Thompson, 1986). Bar some contracting-out of particular 
services such as catering, little has yet been proposed in areas such as 
health and education, where arguably the greatest benefits exist. 

Privatisation in the USA generally appears to have been more successful 
in promoting economic welfare then it has in the UK. This is largely 
because the limited amount of state ownership means that privatisation has 
generally taken the form of deregulation - that is directly promoting 
competition. This is vividly illustrated by comparing the privatisation of gas 
in the UK and USA. In the interests of speed it was decided to sell British 
Gas as a single body rather than to split it into regional utilities which could 
then have competed for supplies of gas (third parties have had the right to 
transmit gas through existing pipelines since 1982). In the period immedi
ately following privatisation, the only checks on the market power of 
British Gas are the regulatory bodies OFGAS and the MMC, and competi
tion from alternative energies. In the USA, where there are 1500 gas 
utilities, the Federal Energy Regulatory Commission have (since October 
1985) allowed any firm access to the gas distribution network on payment 
of a cost-related fee. This widening of the choice of gas suppliers available 
to consumers should ensure that prices are kept close to competitive levels. 

The results of deregulation in the USA have generally been beneficial. 
The experience of airlines (deregulated in 1978) is typical (Moore, 1986). 
The number of certified carriers rose from 33 in 1976 to 98 by 1982, whilst 
existing carriers extended their networks. Many of the new entrants had a 
cost advantage from using non-union labour. Although average costs 
increased in real terms by 15 per cent (largely because of higher fuel costs), 
fares per mile fell by an average of 8.5 per cent, particularly on long-hauls 
and flights between large cities. However, short-haul fares generally rose 
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with the ending of the deliberate underpricing that had been practised 
under regulation. There have been reductions in the quality of some 
services, but this is not necessarily against the public interest; Moore notes 
that passengers have often chosen the lower-quality, but lower-priced 
alternative. 

CONCLUSION 

Privatisation is worth pursuing only if benefits exceed costs. Unfortunately 
these are difficult to quantify, so ultimately the choice depends on quali
tative arguments. The supporters of privatisation are those who believe 
that markets rarely fail. These are often those economists who stress the 
role of competition as a process instead of concentrating on static models 
of market failure and the market structure of perfect competition. They 
would also argue that politicians and bureaucrats are unlikely to possess 
(and will find it difficult to acquire) the information necessary to correct 
market failures, and may lack the motivation selflessly to promote the 
public interest. 

Although favouring privatisation in principle, many economists may 
object to the form it takes in any particular country. Whilst transference of 
a firm from state to private ownership may bring benefits by increasing the 
pressures on management to perform efficiently, it is the interaction of 
private ownership with increased competition that appears to promote the 
best prospects for enhanced welfare. The UK programme can thus be 
criticised because it has often involved the transfer of large state monop
olies into private hands with (at best) token efforts to provide either a 
competitive environment or checks to prevent monopoly abuse. Deregula
tion in the USA appears to have been more successful. 

These arguments for privatisation do not deny that there may sometimes 
be a case for state control. But they do indicate that a different perspective 
on state control is needed. Few sectors are likely to require regulation, 
even fewer warrant state ownership. Where state control is felt to be 
justified, the regulatory framework needs to be more carefully thought out. 
In the past, economic welfare has been reduced because regulation has not 
been lifted when the rationale for it has disappeared, management has 
been isolated from the incentives and disciplines imposed by markets, and 
the controls themselves have encouraged abuses. 



10 Deindustrialisation 

Is the manufacturing animal a duck-billed platypus or a phoenix? 
P. Donaldson (1985, p. 61) 

INTRODUCTION 

'Deindustrialisation' refers to the contraction of the industrial (or second
ary) sector noted in many advanced economies. It has generated wide
spread concern, accompanied by many calls for policies to reverse the 
process and to re-establish a revitalised and growing industrial base. For 
instance, Business Week (3 June 1980) argued: 

The US economy must undergo a fundamental change if it is to retain 
a measure of economic viability let alone leadership in the remaining 
20 years of this century. The goal must be nothing less than the 
reindustrialisation of America. 

Such concern may be misplaced. To date, deindustrialisation has largely 
been analysed from a macroeconomic viewpoint. Consideration of the 
changes taking place at a more disaggregated level provides important 
insights into the process of change. Furthermore, the decline of the 
industrial sector has been accompanied by a growing service (or tertiary) 
sector. For many years, the service sector in most advanced countries has 
employed more people than the industrial sector - over half the workforce 
in some cases. But this sector has received scant attention from econom
ists. Examination of the interaction between the service and industrial 
sectors is essential in order to help determine whether deindustrialisation is 
a problem or simply part of a natural transition to a post-industrial 
economy. 

WHAT IS DEINDUSTRIALISA TION? 

There is no single definition of deindustrialisation. Many economists 
consider the changes that have occurred in manufacturing; some consider 
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the industrial sector as a whole (by including mining and quarrying, public 
utilities and construction). For Bluestone and Harrison, deindustrialisation 
is: 'a widespread, systematic disinvestment in the nation's basic productive 
capacity' (1982, p. 6). Others focus on the changes that have taken place in 
output and, more often, employment. 

Table 10.1 shows that the percentage of the workforce employed in the 
industrial sector has been declining since the mid- and late 1960s in the 
UK, USA, France, Netherlands and West Germany. In Italy and Japan, 
the share of the workforce employed in the industrial sector reached its 
peak at a later date, but there too the decline has set in. In the European 
economies -particularly the UK and the Netherlands - the absolute level 
of industrial employment has also been declining (Table 10.2). This con
trasts with Japan, where industrial employment continues to increase, and 
with the USA where such employment remains at historically high levels. 

As regards output, deindustrialisation is less obvious (Table 10.3). 
Although in all countries the overall trend has been upward since 1970, 
output levels have varied, and growth rates have generally been low. In the 
UK, for instance, output levels in the early 1980s were little different from 
those ten years earlier, whilst by 1985, France and Italy had yet to 
re-establish the level of production achieved in 1980. 

For Singh (1977; 1979) the state of a country's external manufacturing 
balance (the value of manufactured exports less that of manufactured 

TABLE 10.1 Percentage of total employment in the industrial sector 

UK USA W. Germany France Italy Netherlands Japan 

1960 47.7 35.3 47.0 38.4 33.9 40.5 28.5 
1965 46.6 35.4 48.4 39.9 37.0 41.1 32.4 
1970 44.7 34.3 48.5 39.7 39.5 38.9 35.7 
1975 40.6 30.5 45.4 38.7 39.1 34.9 35.9 
1980 37.8 30.5 44.2 36.0 37.8 31.4 35.3 
1985 32.4 28.0 41.0 32.0 33.6 28.1 34.9 

Source: OECD Labour Force Statistics. 

TABLE 10.2 Employment in the industrial sector (millions) 

UK USA W. Germany France Italy Netherlands Japan 

1960 11.3 22.2 12.2 7.1 6.9 1.7 12.7 
1965 11.5 25.2 12.8 7.8 7.2 1.8 15.3 
1970 10.9 27.0 12.7 8.1 7.6 1.8 18.2 
1975 10.0 26.2 ll.5 8.0 7.7 1.6 18.7 
1980 9.4 30.3 11.4 7.6 7.8 1.6 19.6 
1985 7.8 30.0 10.3 6.7 6.9 1.4 20.3 

Source: OECD Labour Force Statistics. 
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TABLE 10.3 Index numbers of industrial production (base 1975=100) 

UK USA W. Germany France Italy Netherlands Japan 

1970 99 92 96 87 92 83 91 
1972 102 102 102 98 96 93 100 
1974 105 110 107 108 110 103 112 
1976 103 111 108 109 112 108 111 
1978 111 124 114 112 116 109 123 
1980 108 125 120 117 130 112 137 
1982 104 118 114 112 125 107 139 
1984 109 139 119 115 126 na 160 
1985 115 142 125 115 128 na 168 

Source: United Nations Industrial Statistics Yearbook, 1982; NIESR, National Institute 
Economic Review, 118, November 1986. 

TABLE 10.4 Share of world manufacturing exports' 

UK USA W. Germany France Italy Japan 

1960 16.5 21.6 19.3 9.6 5.1 6.9 
1965 13.9 20.3 19.1 8.8 6.7 9.4 
1970 10.8 18.5 19.8 8.7 7.2 11.7 
1975 9.3 17.7 20.3 10.2 7.5 13.6 
1980 10.2 17.1 19.8 9.9 7.8 14.7 
1984 7.6 17.4 18.0 8.5 7.7 20.0 
1985 7.8 16.8 18.6 8.5 7.8 19.7 

Note: 1. World countries shown above plus Belgium, Luxembourg, Netherlands, 
Canada, Sweden and Switzerland. 

Source: NIESR, National Institute Economic Review, various issues. 

imports) is more important than the domestic performance of the sector. 
From this viewpoint, few of the advanced countries appear to be deindus
trialising. The developed market economies as a group have maintained a 
roughly constant share of world trade in manufactured exports, but there 
are wide variations between countries (Table 10.4). The UK (and, to a 
lesser extent, the USA) have been losing their export shares whilst Japan's 
has grown substantially. 

The statistics on employment, output and trade show that the industrial 
sectors of advanced econotnies have undergone marked (and often rapid) 
changes in recent years, but care needs to be taken in their interpretation. 
First, any of the measures taken in isolation (as in often done) presents but 
a partial view. For instance, the output measure does not take into account 
changes in population: industrial output per capita may show greater 
deindustrialisation. Conversely, industrial employment may fall because of 
productivity increases brought about by capital investment, but have no 
adverse effects on output levels. 
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Secondly, measurement (particularly of services) is sensitive to the way 
in which the activities are defined, and whether measurement is by volume, 
by value or on some other basis. For instance, Smith (1972) argues that the 
2.8 per cent per annum growth of manufacturing, and 1.9 per cent per 
annum growth of services in the UK between 1951-66 can be reversed by 
changing the basis for calculation. Furthermore, government statistics 
classify firms according to their primary activity. An advertising specialist 
working for a chemical firm will thus be recorded as being employed in 
manufacturing, whilst the executives of an advertising agency will be 
classified as service sector employment. If, say, a textile manufacturer 
decides he no longer wants to employ accountants or designers but to use 
outside consultancy firms instead, a reduction in industrial employment 
and a corresponding growth in service employment will be recorded. 
Conversely, the statistics would show industrialisation if a firm decided to 
employ its own specialists rather than contract out a particular job, and 
there is evidence that as an industrial firm grows the proportion of its 
employment devoted to production falls quite substantially, to as little as 
10 per cent in some cases. In fact, Eliasson (1984) considers that the 25 
largest Swedish manufacturing firms would be better classified as interna
tional marketing institutions. Because the statistics reflect such changes in 
the organisation of firms over time, the precise extent of deindustrialisation 
cannot be readily inferred. 

IS DEINDUSTRIALISA TION A PROBLEM? 

Many economists consider that deindustrialisation raises serious issues. If 
the industrial sector is contracting in absolute terms, then unemployment is 
a problem if the transition to alternative occupations is slow. If the sector is 
in relative decline, its growth may not be fast enough to absorb any 
increase in the working population. Another reason for concern turns on 
the idea that manufacturing is the 'engine of growth', because of its ability 
to extend markets and scope for productivity gains. Consequently, any 
decline will necessarily retard growth. Living standards and employment 
may also be sacrificed if reductions in manufacturing exports create inter
national payment problems. Furthermore, there are fears that the pace of 
deindustrialisation may accelerate. 

The case that deindustrialisation poses a serious problem has been made 
with such force that Singh has been able to state: 'The implication that the 
UK's industrial base needs strengthening is obvious and uncontroversial' 
(1979, p. 202). This view has become the conventional wisdom. But is it 
correct? 

To a large degree, calls for policy action to stem deindustrialisation have 
arisen from consideration of the industrial sector in aggregate and in 
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isolation from the rest of the economy. Such a focus is misguided. The 
industrial sector includes many different industries, subject to a wide 
variety of influences and with very different performance records. Nor can 
the industrial sector be considered as independent of the other sectors of 
the economy. All areas of the economy interact and an apparently un
favourable development in one sector may be caused by (or cause) favour
able developments elsewhere. 

The principal consideration should be whether deindustrialisation re
duces the welfare of the nation as a whole. This is not necessarily the same 
as concern about jobs, about the balance of manufacturing trade, or about 
the preservation of a particular sector of the economy, but most authors 
fail to spell out the link between their chosen measure of deindustrialisa
tion and economic welfare. If welfare were enhanced it would not matter if 
production was entirely carried out by robots leaving people to enjoy 
leisure, or if the majority were employed in the service sector. Taking 
welfare as the main objective, the issue becomes whether it is being 
penalised by the changes occurring - not just in the industrial sector as a 
whole, but also within and outside the industrial sector. 

THEORETICAL FRAMEWORK FOR THE ANALYSIS OF 
DEINDUSTRIALISA TION 

A variety of reasons for deindustrialisation have been proposed- the stage 
of economic development reached, loss of competitiveness, the activities of 
the multinational firms, the growth of the state sector and the disruptive 
impact of the development of a major new natural resource (the so-called 
'Dutch Disease'). These explanations can be linked to a common theor
etical framework by considering the Austrian view of competition as a 
process by which economies adapt in an uncertain and changing environ
ment. Where market forces are allowed to function freely, changes in 
relative prices and profit opportunities act as signals to entrepreneurs to 
reallocate resources. When successful, their actions lead to an increase in 
economic welfare. Within this framework, changes in the size and com
position of the industrial sector are considered to be the consequence of 
economic activity in response to changes in tastes, incomes and relative 
prices. It will also be affected if the government or firms (via the establish
ment of entry barriers) seek to influence the process of change. 

THE 'STAGES OF GROWTH' ARGUMENT FOR 
DEINDUSTRIALISA TION 

It has long been recognised that as economies mature the relative size of 
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Pre-industrial Secondary Post-industrial 

Stage of economic growth 

Figure 10.1 The stages of economic growth 

the industial sector declines. Figure 10.1 illustrates the 'stages of growth' 
view, showing the relative importance of the primary, secondary and 
tertiary sectors at different points in the maturing of an economy. As 
development progresses, the secondary or industrial sector becomes less 
important while the tertiary or service sector grows. This is a long-term 
phenomenon, and the path of change varies between countries, but essen
tially there is a correlation between the level of GDP per capita and the 
sectoral distribution of employment. 

The decline in the industrial sector occurs as market forces reallocate 
resources to reflect the different demand and supply conditions of a mature 
economy. As Kuznets recognised: 

The shift of emphasis from one area within the productive system to 
another in addition to knowledge, new technology, and innovation 
means changes in the identity of the new and rapidly growing indus
tries. By the same token there is a tendency towards retardation in the 
rate of growth of old industries, as the economic effects of technical 
progress and innovation within them slacken and as they feel increas
ingly the competition of the newer industries for limited resources 
(1959, p. 33). 

Labour productivity has generally grown faster in manufacturing than 
services. With an unchanged pattern of demand, this would permit a 
declining proportion of the workforce to be employed in the industrial 
sector. Moreover, greater concern with environmental factors in advanced 
economies has increased the costs of traditional 'smoke-stack' industries, 
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and the industrial sector has become less attractive as a source of employ
ment to an increasingly educated and aspiring workforce. 

Two factors would suggest that changes in demand also work against 
industry as an economy advances. Reductions in birth rates and increases 
in life expectancy have led to an increased demand for social services. 
Secondly, as real incomes have increased there have been changes in the 
pattern of demand both within and between sectors: the demand for 
services has generally been more income elastic than the demand for 
industrial goods. 

The 'stages of growth' argument also provides an insight into the 
reduced share of world manufacturing trade and increased import penetra
tion experienced by some advanced nations. Developing countries often 
have a cost advantage in the production of relatively labour-intensive, 
manufactured products. Following the principle of comparative advantage 
this would be expected to lead to changes in both world specialisation and 
trade patterns. Growing competition from industrialising Third World 
nations would be expected to affect particularly those mature economies 
(such as the UK) whose manufactured exports are mainly low-technology 
products, vulnerable to price competition. 

LOSS OF COMPETITIVENESS 

The 'stages of growth' argument is too simplistic to be a complete explana
tion of deindustrialisation. For instance, it cannot explain why the UK is 
deindustrialising faster than either Japan or West Germany, both of which 
have a higher level of GDP per capita. Rather, the process of gradual 
adaptation of the economy, suggested by the 'stages of growth' hypothesis, 
is accelerated or retarded by other factors which cause changes in supply 
and demand conditions. Via the operation of the price mechanism this 
produces a reallocation of resources within and between sectors. 

For example, the level of (and changes in) the exchange rate will affect 
the process of economic change. An appreciation of the exchange rate will 
cause domestic goods traded internationally to become less price
competitive and lead to difficulty maintaining output and employment 
levels in the industries affected. The appreciation of sterling at the end of 
the 1970s produced a marked reduction in price-competitiveness of British 
goods. Likewise, the strong dollar between 1982-5 affected the competi
tiveness of American industry. It helped the Japanese to import small cars 
into the US at prices $2500 below the cost of production in the USA. With 
the decline of the dollar against the yen in late 1985 and 1986 Japanese 
manufacturers forecast that it might be cheaper to manufacture in the 
USA. As long as an exchange rate appreciation is temporary and caused by 
factors outside the industrial sector it should not be interpreted as a signal 
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for a permanent or fundamental shift of resources away from the affected 
industries. 

Alternatively, loss of competitiveness could be the result of problems 
within the industrial sector, such as high labour costs or poor product 
quality, range and after sales service. In this case, the loss of competitive
ness should act as a signal for change. Either production of the products 
affected should be cut back and resources switched to more profitable 
opportunities elsewhere, or the production process should be reconsidered 
to make more efficient use of resources and produce a product that better 
satisfies the requirements of consumers. If the loss of competitiveness 
persists, this is a sign that the economy is changing too slowly. Adopting 
this viewpoint, it can be argued that deindustrialisation is a consequence of 
firms' failure or inability (because of rigidities in the economy) to respond 
to changing market circumstances. As Thurow notes for the US steel 
industry: 

Instead of junking our old, obsolete open-hearth furnaces and shifting 
to the large oxygen furnaces and continuous casting of the Japanese, 
we retreat into protection ... As a result, our economy ends up with 
a weak steel industry that cannot compete and has no incentive to 
compete (1980, p. 5). 

Similar comments can apply to the UK textile industry. According to the 
International Labour Office (ILO), the widespread introduction of 
computer-based technology would instantly lead this industry to recapture 
its lost competitiveness (Ray, 1986b). 

These arguments are particularly pertinent to the UK. The Cambridge 
Economic Policy Group (1977) show that the downward trend in the UK's 
share of world manufacturing trade cannot entirely be explained by higher 
costs and reduced price competitiveness: non-price factors have made a 
significant contribution. Added support for this view comes from the fact 
that UK-manufactured exports tend to have a high price-elasticity and low 
income-elasticity, while import demand tends to be highly income-elastic. 
To illustrate, Panic (1975) estimates that the UK's income-elasticity of 
demand for manufactured imports is 3.09, whilst those of West Germany 
and France are 2.14 and 2.19 respectively. It is widely argued that these 
unfavourable import and export elasticities are a consequence of such 
factors as poor-quality products and poor marketing, a lower rate of 
investment relative to major competitors, and a misdirection in the alloca
tion of R&D efforts. 



Deindustrialisation 175 

MULTINATIONALS AND DEINDUSTRIALISA TION 

American firms also appear to have lost competitiveness, but, according to 
Bluestone and Harrison (1982), their response to problems of outdated 
plant and equipment, increased competition and high wage demands has 
often been to transfer manufacturing overseas. They cite the rationalisa
tion of the American tyre industry in the latter part of the 1970s, which 
involved substantial plant closure and redundancy. Although some new 
plants were opened in the US - relocated in the 'Sunbelt' states - much of 
the expansion was channelled abroad, to countries such as Spain, Turkey 
and Brazil. 

Such behaviour can be regarded as a logical response by firms to changes 
in the environment within which they operate, and can be explained by 
economic theory on multinational activity. It is argued that multinational 
firms possess advantages (such as superior management, more advanced 
technology or patents) which enable them to compete effectively in over
seas markets. The firm must decide upon the most profitable method of 
exploiting these advantages from the alternatives of exporting, making 
licensing arrangements with foreign producers (using the market), or 
operating overseas (internalising). Transaction costs play an important role 
in the decision. A firm may be prompted to internalise when, for instance, 
a foreign government imposes controls on imports or when the firm seeks 
to retain control of products and processes it has developed. The multina
tional will be attracted to locations which have low labour costs, favourable 
market characteristics and government policy or other advantages for the 
firm. 

Multinational enterprises have traditionally been manufacturing rather 
than service firms, so their activities could affect deindustrialisation in 
several ways. First, there will be a direct loss of jobs as a result of domestic 
industrial firms relocating abroad. Frank and Freeman (1978) estimated 
that $1 billion of direct foreign investment by US firms was equivalent to a 
loss of 26 500 domestic jobs, and that in 1970 multinational activity led to a 
loss of 116 000 manufacturing jobs. For the UK, Stopford and Turner 
(1985) report that between 1972 and 1983 nearly a third of all manufactur
ing jobs lost in the UK were cut by 58 British multinationals which (during 
the same period) added 200 000 jobs overseas. It was explained that these 
firms were attempting to reduce their exposure to the chronic problems of 
Britain's industrial sector. Meanwhile import controls and other trade 
restrictions imposed by other advanced economies during the 1980s caused 
several Japanese firms to internalise their export operations by establishing 
and expanding production overseas. 

Other studies (Hawkins, 1972; United States Tariff Commission, 1973) 
suggest that consideration of jobs displaced gives a biased view of the 
impact of multinationals, since domestic employment may be unaffected 
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or, indeed, actually increase. One reason for this is that the direct loss of 
industrial jobs may be partly offset by an increase in exports of components 
from the home country. For instance, in 1985 it was estimated that less 
than half the content of US-built Japanese cars was American, with most of 
the engines and transmission systems being exported from Japan. Also 
Stopford and Turner (1985) calculate that multinationals increased British 
exports by 15 per cent. In addition, foreign direct investment is likely to 
generate more administrative jobs at the domestic head office. 

Secondly, multinational activity could contribute to deindustrialisation 
through the decision of foreign-owned firms to uproot their operations 
because of a change in locational advantage. It is often argued that 
multinationals are 'footloose', and, being generally large firms, such mo
bility can result in many job losses. Nevertheless, Killick (1982) rejects this 
as a major explanation of the decline in industrial employment in the UK. 
Between 1978-81 he found no significant difference between the employ
ment performance of foreign-owned and UK-owned firms, while in the 
previous period, 1975-8, employment in foreign-owned plants held up 
rather better. More recent evidence, however, indicates that since 1980 
foreign-owned companies in the UK have reduced their labour force to a 
greater extent than indigenous firms (Financial Times 29 October 1986). 

Thirdly, multinationals are also relevant to the declining share of some 
advanced countries in world manufacturing exports. UNIDO (1983), for 
instance, attributes part of the reduced share of American industry to the 
relocation of capacity overseas. Adjusting for this, the USA's share of 
world trade has remained virtually constant. Moreover, about 10 per cent 
of manufactured imports into the USA may originate from American 
branches overseas. 

As a result of the advantages which enable them to compete successfully 
abroad, multinational firms are likely to be more responsive to changes in 
supply and demand conditions between national markets, more willing 
and/or able to relocate, to restructure or to identify new opportunities. In 
consequence it is understandable that their activities have been accused of 
contributing to deindustrialisation, although the evidence of this linkage is 
by no means clear cut. A more positive way of viewing the activities of a 
multinational firm is as a force for accelerating the structural adjustment of 
the economy within which it is located. By investing in and reinforcing 
those sectors where the country is most competitive, they can stimulate 
competitors and suppliers alike and aid the process of economic change. 
This view is supported by Thurow: 

When foreign multinationals enter the United States they speed up the 
transmission of industrial knowledge from high-productivity areas 
abroad to low-productivity areas in the United States (1980, p. 92). 
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An alternative explanation of deindustrialisation is proposed by Bacon and 
Eltis (1976). Their thesis is that expansion of the 'non-market' sector of the 
economy (goods and services which are financed by taxation rather than 
paid for directly by consumers, such as defence, police, state education 
systems) has deterred industrial activity by 'crowding out' - pre-empting 
physical or financial resources. Although their interest is with the UK 
economy, the argument can be applied to other Western European coun
tries, including Italy, West Germany and the Netherlands, and also to 
Japan. All of these economies have experienced substantial growth in the 
state sector. 

For the UK, a number of points tell against Bacon and Eltis's thesis. 
First, unemployment levels and spare capacity since the early 1970s argue 
against physical crowding out; although in certain areas where particular 
skills are in short supply, the state sector may have attracted workers away 
from other jobs. Secondly, most manufacturing jobs lost were held by 
males whilst state sector expansion has largely increased female employ
ment. Thirdly, evidence suggests that neither taxation nor other financial 
constraints have discouraged private investment. The Cambridge Econ
omic Policy Group (1976) and King (1975) indicate that effective corpor
ate tax rates have fallen at least into the mid-1970s, while the Treasury, 
reporting to the Wilson Committee (Treasury, 1977), found no signs of any 
shortage of funds for industry. 

Following an alternative position, it may be that deindustrialisation is 
caused by the expansion of the state sector per se, and the changed pattern 
of demand which this creates. Freeman (1979), for instance, argues that by 
sponsoring defence and aerospace projects in the private sector, the UK 
government may be directing skilled scientific manpower away from re
search and development activity that is more 'commercial' (Concorde 
versus the better washing machine). This may have adversely affected the 
competitiveness of the UK industrial sector compared with countries like 
Japan and West Germany. Similar problems appear to be occurring in 
Sweden with increasing government expenditure in the form of industrial 
subsidies. Eliasson believes that: 

Sweden's extremely costly industrial subsidy programme - up from 
one of the lowest rates in the industrial world in the early 1970s to a 
record breaking 16 per cent of value added in manufacturing in 1982, 
and in practice all structure conserving - is the major explanation of 
the complete collapse of manufacturing output growth in Sweden 
since 1973 (1984, p. 315). 
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DEINDUSTRIALISATION AND THE EXPLOITATION OF A 
MAJOR NEW NATURAL RESOURCE 

Deindustrialisation has been associated with the development of a major 
natural resource. This is often termed the 'Dutch Disease' because it was 
first noted in connection with the Dutch exploitation of natural gas in the 
1960s; with the development of North Sea oil, the concept has been applied 
to the UK. North Sea oil contributed to the appreciation of the pound in 
the late 1970s, causing a loss of price competitiveness for British goods. 
However, Forsyth and Kay (1980; 1981) take the argument further by 
focusing on the relative impact of oil production on the traded and 
non-traded goods sectors of the economy. Additional output is in a form 
that can be traded internationally, but the extra demand resulting from 
higher incomes is divided between tradeables and non-tradeables (mainly 
services, including the state sector). The increased demand for non
tradeables can be met only by raising domestic production, and this is 
likely to involve the movement of resources from tradeable goods produc
tion, leaving the gap to be filled by imports. The new equilibrium for the 
economy will be characterised by a proportionately larger non-traded 
goods sector whilst the traded goods sector (excluding oil) is reduced. 

Forsyth and Kay's analysis can be criticised from a number of perspec
tives. For instance, Byatt et al. (1982) note their failure to take account of 
the effects of rising oil prices during the 1970s. Furthermore, North Sea oil 
can (at best) be only a contributory factor in the deindustrialisation of the 
UK, because the process began many years before oil came on-stream. 
However, Forsyth and Kay's analysis is informative because it describes 
the process whereby an economy adapts to changes in supply and in 
relative prices and incomes. Given that the UK economy has been able to 
respond to these developments, it seems inconsistent to suggest (as, for 
instance, Aldington, 1986) that the UK will have any difficulty adjusting to 
the eventual, relatively slow decline of North Sea oil. 

A DISAGGREGATED VIEW OF CHANGES IN THE 
INDUSTRIAL SECTOR 

The macroeconomic viewpoint adopted by many economists analysing 
deindustrialisation is too crude. Crucial differences in the performance and 
prospects between industries are overlooked in concentrating on aggre
gates and averages. As Nordhaus and Tobin contend: 

[ overaggregation] conceals . . . all the drama of the events - the rise 
and fall of products, technologies, and industries, and the ac-
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companying transformation of the spatial and occupational distribu
tion of the population (1972, p. 2). 

A clear picture of the adjustments occurring in an economy emerges only if 
these varied trends are highlighted. 

Trends in output and employment (but also profit records, investment 
trends, extent of spare capacity, rates of births and deaths of firms) all 
provide indications of differences in the performance of particular indus
tries. Even in the UK (where industrial employment has been declining 
absolutely) British Aerospace, BAT and Thorn-EM! are among the major 
companies whose workforce grew substantially between 1973 and 1981 
(Dyson and Wilks, 1983). Whilst production in mechanical engineering, 
motor manufacture and textiles has been declining rapidly, electrical 
engineering has been growing fast, and the chemical industry has also 
performed well. In France, while employment in man-made fibres fell by 
57 per cent in the period 1975-83, that in the manufacture of office and 
data-processing equipment increased by 16 per cent. In Italy, employment 
in the footwear and clothing industry rose slightly. In the USA, closures of 
steel plants and car factories and decline in textiles, chemicals, leather 
goods and shoes have occurred alongside the opening of new firms in 
high-technology industries. 

Often the industries in decline are the old-established ones such as 
shipbuilding and textiles, while those in ascendency embody new tech
nology. For instance, whilst the volume of other US exports fell by 10 per cent 
in 1981-5, 'high-tech' exports increased in volume by 30 per cent. 
Even this generalisation is misleading. Some economies are beginning to 
show signs of rejuvenation in their traditional industries. This may be due 
to the introduction of new production techniques, such as the increased use 
of electronics and robots in car production and air jet looms in textiles. 
Elsewhere, rejuvenation has followed exploitation of new, specialised 
areas of the market. In West Germany, 30 per cent of jobs in shipbuilding 
were lost in the second half of the 1970s, largely as a result of competition 
from the Japanese. The industry responded by switching from tankers to 
more specialised ro-ro, factory and container vessels. Italy is doing well in 
the microwave radio and satellite equipment sectors of the telecommunica
tions market. The revival of the Swiss watch industry can be attributed 
both to new technology and to a change from the traditional market. 
Employment in watchmaking had more than halved between 1970 and 
1984; as a result of incorporating quartz movements and using robots to 
produce a low-priced, plastic, electronic watch (the Swatch) jobs increased 
by 1000 in 1985 (The Economist, 17 May 1986). 

While such changes can revitalise declining industries, they do not 
automatically imply that job levels will be maintained. Modernisation of 
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the West German textile industry in the 1970s involved closure of 30 per cent 
of firms, the introduction of more capital-intensive production methods 
and improved technology and a switch away from the production of 
low-quality goods. As a result, production and exports increased, but over 
200 000 jobs were lost. 

TRENDS IN SERVICES 

Widespread preoccupation with the industrial sector contrasts markedly 
with the lack of attention paid to services. This neglect often extends to the 
definition of services: activities that cannot be classified either to industry 
or to agriculture are regarded as services. It is also reflected in the fact that 
the major share of government assistance is directed at industrial firms. 
Such attitudes are surprising given that in most advanced economies the 
service sector has been growing steadily (and faster than manufacturing 
since the early 1970s) and now employs the majority of the workforce 
(Tables 10.5 and 10.6). 

As with industry, it is mistaken to regard the service sector as whole. It is 
a heterogeneous group, its members subject to varying influences and with 
very different performance records. It is also a mistake to consider the 
industrial sector and the service sector separately. As an economy adapts 

TABLE 10.5 Employment in services (millions) 

UK USA W. Germany France Italy Netherlands Japan 

1960 11.3 37.0 10.1 7.2 6.8 2.1 18.3 
1965 12.3 41.5 10.8 8.2 7.1 2.3 20.8 
1970 12.7 48.1 11.2 9.4 7.7 2.6 23.9 
1975 14.0 56.1 12.0 10.6 8.7 2.8 26.9 
1980 14.9 65.5 13.0 11.7 9.9 3.2 30.0 
1985 15.7 73.8 13.4 12.6 11.3 3.4 32.7 

Source: OECD Labour Force Statistics. 

TABLE 10.6 Percentage of total employment in services 

UK USA W. Germany France Italy Netherlands Japan 

1960 47.6 56.2 39.1 38.5 33.5 49.7 41.3 
1965 49.6 58.3 40.7 41.8 36.8 51.3 44.1 
1970 52.0 61.1 42.9 46.4 40.3 54.9 46.9 
1975 56.7 65.4 47.6 51.1 44.2 59.4 51.5 
1980 59.6 65.9 50.3 55.3 47.9 63.6 54.2 
1985 65.0 68.9 53.5 60.4 55.2 67.0 56.3 

Source: OECD Labour Force Statistics. 
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TABLE 10.7 Share of total employment by type of service 

Consumer Social Producer Distributive 

UK USA UK USA UK USA UK USA 

1950 8.3 12.1 12.4 12.4 3.3 4.8 18.8 22.4 
1960 8.9 11.4 13.2 16.4 3.8 8.1 20.0 20.5 
1970 8.1 10.1 17.0 21.7 6.0 9.1 18.8 20.9 
1980 11.3 9.9 21.2 24.7 7.7 11.3 19.1 19.8 

Source: Bank of England (1985, p. 406). 

to changes in incomes, tastes, and relative prices both services and industry 
are likely to be affected. Consumers try to find the best way of satisfying 
their requirements. Where changes in their purchasing patterns affect the 
industrial sector, complementary service industries will be affected; where 
services and industrial goods are substitutes, it may lead to a change in the 
form in which the consumer's requirements are satisfied. 

Table 10.7 shows the share of total employment attributable to different 
service sectors in the UK and USA. Consumer services are those that 
directly satisfy final consumer demand (such as restaurants and hotels, 
private transport and personal services). Their share of employment has 
been growing slightly in the UK, but the reverse is the case in the USA. 
While the share of distributive services - freight transport, retailing, 
wholesaling; meeting either producer or consumer demand- has changed 
little, social and producer services have both grown markedly. Social 
services include health, education and administration; producer services 
include banking and finance, and professional services such as accountancy 
and management consultancy. These employment figures may understate 
the contribution of producer services in the economy because producer 
services were earlier in substituting new technology for labour. 

This functional classification is crude (for instance, banking serves 
consumers as well as producers), but it provides a useful basis for con
sidering the factors influencing different areas of service provision. The 
demand for social services (many of which are provided by the government 
and are largely paid for by taxation) will be affected less by income and 
price changes, and more by demography and the attitude of the govern
ment. In contrast, the fortunes of consumer services reflect changes in 
relative prices, tastes, and incomes. Where services and industrial output 
are substitutes, consumers may switch away from provision by manufac
tured goods, but (in many cases) slower rates of productivity growth in 
consumer services have meant that services have become relatively more 
expensive and have been replaced by manufactured goods. For instance, 
television and videos have replaced cinema visits, the car has increasingly 
replaced public transport. In other cases, consumer services and industrial 
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output are complementary and their futures interlinked. Increased tourism 
generates a greater demand for souvenirs, hotel furnishings and catering 
products; home computers and stereo equipment require a retailing and 
maintenance network. 

The prospects of producer services (and, to a lesser extent, distributive 
services) also depend on trends within the industrial sector. In part, the 
growth of producer services reflects greater use being made of them, but it 
is also likely to reflect an increase in the contracting-out of services 
previously undertaken within the industrial sector. Leasing and pro
fessional services (such as accountancy, computer agencies and marketing 
specialists) are typical areas affected. The theory of transaction costs 
provides an explanation. Using the market incurs the costs of gathering 
information, arranging, monitoring and policing contracts. Thus for a firm 
to undertake a particular activity internally, its hierarchical form of organ
isation must present a cheaper alternative compared to co-ordination of 
the activity through the market. Kay (1984) argues that as a firm expands, 
the decay, delay and distortion of information flows within the firm grows. 
These increased costs signal an eventual limit to the growth of the firm as it 
becomes relatively cheaper to incur the transaction costs of using the 
market. Consequently, contracting-out is likely to increase as firms' service 
requirements become more specialised with changes in technology and 
growing demands for information. 

SERVICES AS A SUBSTITUTE FOR INDUSTRY 

It has frequently been argued that deindustrialisation is a matter for 
concern because the service sector is incapable of fulfilling the role played 
by industry in creating employment, stimulating economic growth and 
maintaining a healthy balance of payments. This has led to widespread 
calls for policies to revitalise the industrial base in the UK and the USA in 
particular. For instance, in the UK the National Institute for Economic and 
Social Research (NIESR) takes the view that: 

any future which holds out the hope of rising prosperity for the 
economy as a whole and a move back to full employment must include 
a reversal of the decline in manufacturing industry (1985, p. 5). 

A buoyant industrial sector has long been regarded as a prerequisite for 
sustained economic growth, because of the opportunities it presents for 
productivity improvements (both because of the types of production pro
cesses involved, and the large scale of many operations). In the service 
sector, the traditional view has been that there is, by definition, less scope 
for mechanisation, and that the multiplicity of small organisations militates 
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against the adoption of new techniques. This view of the service sector is 
becoming less valid. Distributive services, for example, have the potential 
to achieve economies of scale. Marked productivity advances are also 
possible with the introduction of computers and associated technology into 
banking and finance, retailing and communications. Again it is worth 
noting the relationships between the industrial and service sectors. In
creased productivity in industry may be the result of increased productivity 
in services, for instance in training skilled workers or in providing superior 
consultancy. As Gershuny points out: 

Far from being faced with a choice between growth in services and 
manufacturing, it appears that those countries with the fastest growth 
in services also have the fastest rate of growth in manufacturing (1978, 
p. 111). 

Balance of payments evidence suggests that it may not be possible for the 
service sector to offset any marked reduction in net exports of manufac
tures. The Association of British Chambers of Commerce (The Economist, 
28 September 1985) forecast that a 1 per cent fall in the UK's manufactured 
exports requires a 3 per cent rise in service exports to generate the same 
foreign earnings. In the EC in 1982, the value of services exported was 
around a quarter of the value of goods. Furthermore, much service trade 
(including banking, insurance and shipping) is still dependent on industrial 
exports. Where service exports are growing in their own right, they will 
often be affected by the same factors as industrial trade - such as exchange 
rate movements, protectionism, and competition from developing coun
tries (for instance, with financial centres being set up in Bahrain and 
Singapore). 

There is also a question mark over the extent to which traded services 
create jobs, because whereas tourism and overseas construction are quite 
labour-intensive, other services are not. This is one aspect of the argument 
that the service sector cannot replace jobs lost in the industrial sector. 
However, it has again to be recognised that an increased demand for 
services will create a complementary demand for industrial goods. Also, 
the empirical evidence in Tables 10.2 and 10.5 does not support this 
argument. With the exception of the UK, jobs shed in the industrial sector 
since 1965 in the countries considered have been fewer than the jobs 
created in services. In the decade to 1983, around 20 million service jobs 
were created in the USA. 

The failure to date of the UK service sector to compensate adequately 
for the decline of the industrial sector may be partly a reflection of 
differences in the time it takes for different economies to adjust. The 
process of transition should not be thought of in terms of the resources 
displaced in one sector being reabsorbed directly into another. Instead, it 
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may be gradual and diverse, with much of the redistribution of resources 
occurring within the sectors, from declining industrial firms to growing 
industrial firms, and the same within services. Anything that hampers the 
mobility of factors of production or deters new entrepreneurs will ad
versely slow the rate of transition. 

POLICY ON DEINDUSTRIALISA TION 

Economists have suggested many policy prescriptions, reflecting their 
particular analysis of the dimensions and causes of the problem. As an 
example, in the UK, Stout (1979) envisages industrial policy aimed at 
promoting improvements in product quality and other aspects of non-price 
competitiveness. General investment incentives or policies such as protec
tion aimed directly at improving the balance of trade, will, he argues, be 
less effective, and may even operate perversely. In contrast, the Cam
bridge Economic Policy Group (1978), whose basic concern is with the 
external balance, propose import controls and other measures to remove 
the balance of payments constraint, whilst those who emphasise structural 
causes advocate a reduction in the size of the state sector or more delib
erately targeted use of the proceeds of North Sea oil. 

All these prescriptions envisage some sort of intervention to correct the 
situation by re-establishing the industrial base (or, at least, preventing its 
continued decline). But the types of policies advocated are misguided or 
even harmful, because they interfere with the process by which economies 
adapt to changes. UNIDO also takes this view: 

Ironically, certain policies currently being implemented to address 
unemployment problems would seem to be misplaced if their intention 
is to recreate the type of industrial structure and associated employ
ment opportunities that prevailed in the 1950s and 1960s ... new 
industrial activities are hindered because available resources are si
phoned off to maintain industries that are declining or otherwise 
uncompetitive (1983, p. 10). 

Studies of OECD countries suggest that, with good organisation and by 
making the best use of available technology, the demand for manufactured 
goods could eventually be satisfied with less than a fifth of the workforce 
currently employed in manufacturing (noted in Geldens, 1984). If these 
forecasts are correct, in absolute terms, employment in manufacturing will 
be comparable with the levels currently employed in agriculture. Placing 
this loss of jobs in a historical context it is by no means unprecedented, and 
on previous occasions the long-term result has been the creation of a higher 
level of employment. Geldens calculates that: 
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this is at least the fifth time in the past century when it has been 
predicted that a technological or social revolution is about to bring a 
huge rise in unemployment (p. 17). 

The instances he identifies are the mechanisation of agriculture, the 
mechanisation of industry, the rapid rise of female activity rates, the 1970s 
oil price increases and currently the information revolution. Robinson 
(1958) would also agree that other activities will eventually absorb the 
unemployed, citing as an example that in 1957 nearly 4 million in the UK 
were employed in industries that did not exist or were in their infancy at 
the turn of the century. Therefore, to the extent that the decline of industry 
is a manifestation of a common and natural process of change and adapta
tion, attempts to preserve the sector will tend to ossify the economy, 
leading to misallocation and lower want satisfaction in future time periods. 

Rather than try to maintain the status quo, this suggests that policy 
should aim to speed the process of adjustment by fostering a favourable 
environment. Consequently, beneficial actions would be to improve infor
mation flows (making people more aware of opportunities) and to reduce 
any factors impeding the mobility of either capital or labour. 

CONCLUSION 

It is mistaken to regard the deindustrialisation experienced by many 
advanced economies as a problem. Taking a general view of trends in 
industry as a whole gives a very partial picture of the adjustments taking 
place. Disaggregated data needs to be considered if the changes occurring 
are to be better understood. This shows that there have been marked 
differences in performance within the industrial sector, and that some areas 
are showing signs of rejuvenation. It also shows that industry should not be 
considered in isolation. Trends in services cannot be ignored, particularly 
since in many cases the prospects of industry and services are interdepen
dent. Adopting this wider perspective, for industries to vary in importance 
as tastes, incomes and conditions of supply alter over time is simply part of 
the normal operation of the process of change in an economy. 

The fundamental concern about deindustrialisation should not be with 
jobs, nor with trade volumes nor with the contribution of a particular area 
of the economy to GDP, but with economic welfare. The best way to 
ensure the satisfaction of wants in an uncertain and changing environment 
does not come from preserving particular sectors, but by allowing change 
to take place. An economy that is capable of rapid adjustment is an 
economy that has the potential for rapid growth. Policies typically advo
cated to counter deindustrialisation are thus harmful, because they seek to 
interfere with (and slow down) process of change. 



11 Concluding Comments 

But it is often more important to raise the right questions, even if they 
are highly tentative and there are no clear answers, than to come up 
with analytical answers to more precise but less important or even the 
wrong questions. B. Carlsson (1985, p. 12). 

After many years with few developments of note, industrial economics is 
evolving in many different ways in the mid-1980s. Neoclassical microecon
omics remains well entrenched as the dominant body of theory underpin
ning industrial economics, but is being continually refined and modified. 
However, it is increasingly argued that, in following the neoclassical 
tradition, industrial economics (along with microeconomics in general) has 
taken the 'wrong road'. For example, Nelson and Winter consider: 

What today's orthodoxy represents is, above all, a particular (and not 
inevitable) refinement and elaboration of the core ideas from that 
broader tradition relating to market functioning and self interested 
behaviour. The price paid for the refinement has been a considerable 
narrowing of focus and a tendency to segregate from the main corpus 
of theory the questions and phenomena for which the refined theory is 
ill-suited (1982, p. 43). 

In seeking to replace the traditional approach, some economists have 
emphasised the role of transaction costs, incorporating an important 
feature of the real world into theory. This has enabled significant advances 
to be made in many areas of industrial economics, especially market 
failure, the organisation of the firm, and state regulation of monopoly. 

Other industrial economists have begun to apply the ideas of the Aus
trian School. However, this view is still largely neglected. For instance, 
Clarke in a recent textbook on industrial economics, contends: 

The alternative process analysis they [Austrians] offer is, however, 
somewhat thin on substantive concepts and theories, and often offers 
little more than political support for a free market economy (1985, p. 6). 
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It cannot be denied that this alternative paradigm fails to match the 
theoretical elegance and flexibility of modern neoclassical analysis, nor 
that a more qualitative approach to the evaluation of economic welfare is 
required as a consequence of moving away from the neoclassical tradition. 
But- since it rejects static analysis and explicitly incorporates uncertainty
Austrian economics is particularly attractive because many of the issues of 
industrial economics involve change in a uncertain environment. 

The dynamic approach of Austrian economics also introduces a different 
perspective on economic welfare, with important implications for policy. It 
is no longer the case that issues of welfare revolve around the possibilities 
for improving resource allocation in a given environment. Any attempts to 
achieve a more equitable distribution of income (or to shelter particular 
groups from the impact of change) will adversely affect the growth of the 
economy by diverting resources and reducing incentives. Greater equity in 
the current time period comes at the price of reduced standards of living in 
the future. 

Austrian economics has its own limitations. It assumes that markets 
move towards equilibrium, implicitly believing that this process will be 
relatively rapid. In practice, the requisite preconditions for efficient mar
kets may be missing. The supply of entrepreneurs, for instance, may not be 
highly elastic and (even if ample entrepreneurs were available) deficiencies 
in capital markets might prevent many operating effectively. Also, Aus
trians believe implicitly that market solutions are always superior. Hence, 
they fail to address issues of market failure. Despite these limitations, 
Austrian economics offers a powerful alternative to neoclassical ortho
doxy. 

The choice between theories should turn on their relative abilities to 
explain the phenomena that are the subject matter of industrial economics. 
No one approach is yet sufficiently comprehensive to provide a unique 
theoretical basis: but economists are generally quick to adapt successful 
developments, and the mainstream view will continue to evolve, accreting 
to itself concepts from Austrian theory, transaction costs and Public 
Choice theory, amongst others. By the end of the twentieth century, the 
standard approach to industrial economics is likely to be substantially 
different, although the form it will take cannot, yet, be anticipated. 



Appendixes 

APPENDIX 1 THE DORFMAN AND STEINER CONDITION FOR 
OPTIMAL ADVERTISING LEVELS 

Dorfman and Steiner (1954) show that for a profit-maximising monopolist the 
optimal level of advertising expenditure is dependent upon price and advertising 
elasticities: 

A_ Na 
PQ- Np 

where: A = advertising expenditure 
P =price 
Q =sales 

Na = advertising elasticity 
Np = price elasticity 

This condition is derived as follows: Sales (Q) depend on the levels of both price 
(P) and advertising expenditure (A). Total costs comprise the costs of production 
(CQ) and advertising (A). Profit (.n) is thus: 

n = PQ- CQ- A where Q = f (P, A) 

Differentiating to find the price and advertising levels which maximise profit gives 
the first order conditions: 

on _ oQ oc oQ _ 
oP - Q + P. oP - oQ oP - O (Al.l) 

on = P oQ _ oc oQ _ 1 = 0 
oA . oA oQ oA (A1.2) 

From equation (A1.1), dividing by P(oQ!oP) and rearranging gives: 

(A1.3) 

This is the familiar result that profits are maximised when the price-cost margin 
(Lerner index) equals the reciprocal of the price elasticity of demand (Np). 
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The profit-maximising level of advertising can also be related to price elasticity. 
Rearranging equation (A1.2) and multiplying by P gives: 

iJQ- p -
P aA- ( ac)- Np 

p- iJQ 

The Dorfman-Steiner condition can then be derived by further rearranging and 
multiplying by AIQ: 

Since AIQ iJQ/iJA is the expression for the advertising elasticity of demand (Na), 
this equation becomes: 

Dorfman and Steiner assume that the effects of advertising are fully realised in the 
current time period. Nerlove and Arrow (1962) modify the analysis to recognise 
advertising's effects in both current and future periods: 

A Na 
PQ- Np(r +d) 

where: r = rate of discount 
d = depreciation rate of the advertising capital 

Adopting this approach, the longer lived the effects of advertising, and the lower 
the rate at which future earnings are discounted, the higher will be the optimal 
advertising intensity. 
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APPENDIX 2 HARBERGER'S METHOD OF ESTIMATING THE 
WELFARE EFFECTS OF MONOPOLY 

From the geometry of Figure 5.1, the triangular area 3 (the deadweight welfare 
loss, W) is equal to: 

1 w= 2 aPaQ (A2.1) 

where oP and oQ are respectively the absolute difference in price (P) and in output 
(Q) between perfect competition and monopoly. 

Since price elasticity of demand (Np) is defined as: 

P oQ Np=--·Q aP 

substituting for iJQ in equation (A2.1) from equation (A2.2) gives: 

(A2.2) 

(A2.3) 

This can be rearranged to give the formula used by Harberger (1954) to calculate 
welfare loss: 

1 (ap)z W= z p P.Q.Np (A2.4) 
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APPENDIX 3 COWLING AND MUELLER'S METHOD OF 
ESTIMATING THE WELFARE EFFECTS OF MONOPOLY 

Marginal revenue (MR), price (P) and output (Q) are related as follows: 

iJP 
MR=P+ Q-

iJQ 

Rearranging gives: 

MR = P [ 1 + Q · iJP ] 
p iJQ 

Noting that price elasticity of demand (Np) is: 

p iJQ 
Np=--·

Q iJP 

substituting (A3.2) into (A3.1) gives: 

MR = P [ 1- ~p ] 
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(A3.1) 

(A3.2) 

(A3.3) 

For profit maximisation MC = MR, therefore equation (A3.3) can be rewritten: 

(A3.4) 

so that: 

P-MC 1 
p Np 

(A3.5) 

and hence: 

N - p p 
p- P-MC iJP (A3.6) 

Combining equations (A3.2) and (A3.6) gives iJQ/Q = -1. This can be incorpo
rated into equation (A2.1) in Appendix 2, which now simplifies to: 

1 w= 2 aP.Q (A3.7) 

(Note that since iJP and iJQ have opposite signs, multiplying by iJQ/Q = -1 gives a 
positive welfare loss.) 
Profits in monopoly (.n) are: 

:rr= (P- C).Q (A3.8) 
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Where costs are constant, such that average cost (C) = MC, then: 

;r= iJP.Q 

Cowling and Mueller's (1978) first measure of welfare loss becomes: 

W=,!!__ 
2 

(A3.9) 

(A3.10) 
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