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Preface 




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


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


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


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


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


Structure of the book



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


Part II, Structural Analysis of Industry, discusses the approach within the field of industrial organization which emphasises the role of the structural attributes of an industry in explaining the conduct of the industry’s constituent firms. Chapters 7,  8 and  9 examine non-collusive and collusive theories of oligopoly, a market structure whose most important characteristic is the small number of interdependent, competing firms. Chapter 10 examines practical aspects of industry definition, and the measurement of the number and size distribution of an industry’s constituent firms, summarised by measures of industry or seller concentration. Chapter 11 examines the determinants of seller concentration. Chapter 12 examines another important structural attribute of industries: barriers to entry. Finally, Chapter 13 provides a link between Parts II and III of the book, by describing the evolution of industrial organization beyond the confines of the structure–conduct–performance paradigm, and the development of new approaches and methods, which are conveniently summarised under the banner of the ‘new empirical industrial organization’.


In Part III, Analysis of Firm Strategy, the focus shifts away from industry structure, and towards the newer theories of industrial organization that emphasise conduct or strategic decision-making at firm level. Chapter 14 examines a number of pricing practices, including price discrimination and transfer pricing. In recognition of the growing use of auctions as a method for allocating resources and awarding contracts in the commercial and public sectors, Chapter 15 examines the economic theory of auctions. In the rest of Part III, the emphasis shifts towards various non-price strategies that can be adopted by firms, in an attempt to improve their profitability or gain a competitive advantage over their rivals. Chapters 16 and  17 examine product differentiation and advertising. Chapter 18 examines research and development and technological progress. Chapter 19 examines horizontal mergers. Chapters 20 and  21 examine vertical integration and vertical restraints. Chapter 22 examines the economics of network goods and services. Chapter 23 examines diversification and conglomerate mergers.


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





Changes for the fifth edition



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


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


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



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


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







1.2 Static and dynamic views of competition



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


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


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


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






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





(Blaug, 2001, p. 37)






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


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


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







1.3 The structure–conduct–performance paradigm



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


Outline of the structure–conduct–performance paradigm



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


The SCP paradigm is useful in a number of ways:




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



	It is consistent with the neoclassical theory of the firm, which also assumes there is a direct link between market structure, and firm conduct and performance, without overtly recognizing this link (Mason, 1949).



	By defining a workable or acceptable standard of performance, it may be possible to accept an imperfect market structure, if such a structure produces outcomes that are consistent with the acceptable standard (Clark, 1940). By implication, market structure can be altered in order to improve conduct and performance (Sosnick, 1958).






A schematic representation of the SCP paradigm is presented in Figure 1.1. In accordance with the fundamental logic of SCP, the main linkages are shown as running from structure through conduct to performance. However, various feedback effects are also possible: from performance back to conduct; from conduct to structure; and from performance to structure (Phillips, 1976; Clarke, 1985). These are represented in Figure 1.1 by dotted arrows. Several specific types of feedback effect are identified in the following discussion of the main components of the structure, conduct and performance categories. Figure 1.2 is a schematic representation of the SCP model for the analysis of the historical development of the East India Company, the English company formed in the seventeenth century to pursue trade with East and South-East Asia, which later played a pivotal role in the creation of the British Empire in India.
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Figure  1.1




The structure–conduct–performance paradigm
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Figure  1.2




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



Source: Sivramkrishna, S. (2014) From merchant to merchant-ruler: A structure–conduct–performance perspective of the East India Company’s history, 1600–1765, Business History, 56, 789–815.







Structure



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




	The number and size distribution of buyers and sellers is an important determinant of the market power exercised by the leading firms in the industry and the discretion these sellers exercise over their own prices. In consumer goods industries it is normally the case that there are large numbers of small, atomistic buyers. Accordingly, the main focus is on the number and size distribution of sellers. Seller concentration is typically measured using data on the share of total industry sales, assets or employment accounted for by the largest firms in the industry. In capital goods industries, however, it is possible that the number of buyers is also small. If so, there may be market power on the demand side, as well as on the supply side: buyers may exercise discretion over the prices they pay. In such cases, a full assessment of the distribution of market power might require measurement of buyer concentration as well as seller concentration.



	Entry and exit conditions include barriers to entry, which can be defined loosely as anything that places a potential entrant at a competitive disadvantage relative to an incumbent firm. The important issue is the relative ease or difficulty that firms may experience when entering an industry: if entry is difficult, then incumbents are sheltered from outside competition (Neven, 1989). Entry barriers may derive from basic characteristics of the product or production technology and cost structure, or from deliberate actions taken by incumbent firms to discourage or prevent entry. The analysis of entry barriers has shifted from the simple classification developed by Bain (1956) to complex models of strategic behaviour which incorporate threats and irreversible commitments (Dixit, 1982). Irreversible commitments involve an incumbent making sunk cost investments that cannot be recovered in the event of subsequent withdrawal from the market. By raising barriers to exit in this way, an incumbent can signal its intention to stick around and fight to preserve its market share. The signal may in itself be sufficient to deter a potential entrant from proceeding.



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



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









Conduct



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




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



	Pricing policies. The extent of a firm’s discretion to determine its own price depends to a large extent on the industry’s structural characteristics. Possible pricing policies include cost plus pricing, marginal cost pricing, entry-deterring pricing, predatory pricing, price leadership and price discrimination (Phlips, 1983). For oligopolists, in particular, it may be imperative to avoid direct price competition leading to mutually destructive price wars.



	Product design, branding, advertising and marketing. Natural or inherent characteristics of the firm’s basic product are likely to influence the scope for non-price competition centred on product design, branding, advertising and marketing. Although product differentiation is cited above as a structural characteristic, to some extent this is an oversimplification: the extent of product differentiation is at least partly endogenous, influenced or determined by strategies consciously implemented by incumbent firms.



	Research and development. Together with advertising and marketing, investment in research and development provides an outlet for non-price competition between rival firms. The extent and effectiveness of research and development investment, and the pace of diffusion (the speed at which a new idea is adopted by firms other than the original innovator), are critical determinants of the pace of technological progress (Kamien and Schwartz, 1982).



	Collusion. Another option open to firms wishing to avoid direct forms of price or non-price competition is to collude with one another, so as to reach collective decisions concerning prices, output levels, advertising or research and development budgets. Collusion may be either explicit (through an arrangement such as a cartel), or implicit or tacit (through a less formal agreement or understanding).



	Merger. Horizontal mergers (between firms producing the same or similar products) have direct implications for seller concentration in the industry concerned. Vertical mergers (between firms at successive stages of a production process) affect the degree of vertical integration. Conglomerate mergers (between firms producing different products) affect the degree of diversification. Therefore, each type of merger decision provides an example of a conduct variable that has a feedback effect on market or industry structure.









Performance



Important indicators of performance, the final component of the SCP trichotomy, include the following:




	Profitability. The neoclassical theory assumes that high or abnormal profits are the result of the abuse of market power by incumbent firms. On the other hand, it has also been argued by the Chicago school (see further text) that abnormal profit may be the consequence of cost advantages or superior productive efficiency on the part of certain firms, which have consequently been able to achieve monopoly status by cutting price and driving rivals out of business. If this is the case, it is not obvious that market power and abnormal profit should be viewed as detrimental to consumer interests. Similarly, according to the Schumpeterian and Austrian views, abnormal profit is a reward for successful past innovation, or the exercise of superior foresight or awareness by an entrepreneur. To the extent that profitability influences firms’ decisions to continue or exit from a market, this performance indicator has direct implications for future structure (the number and size distribution of sellers).



	Growth. Profitability is a suitable performance indicator for a profit-maximizing firm, but may be less relevant for a firm that pursues other objectives, such as sales, growth or managerial utility. Growth of sales, assets or employment might represent a useful alternative performance indicator, by which the performance over any period of firms that were unequal in size at the start of the period can be compared.



	Quality of products and service might be considered an important performance indicator by individual consumers or consumer groups, regulators or governments.



	Technological progress is a consequence of the level of investment in research and development, and the pace of technological progress may be considered a relevant performance indicator. In the long run, technological progress produces perhaps the most fundamental type of feedback effect shown in ­Figure 1.1, due to its impact on the basic conditions of demand (consumer tastes and preferences change when new products are introduced) and supply (technology and cost structures change when new and more efficient production processes are developed).



	Productive and allocative efficiency. Productive efficiency refers to the extent to which a firm achieves the maximum technologically feasible output from a given combination of inputs, and whether it chooses the most cost-effective combination of inputs to produce a given level of output. Allocative efficiency refers to whether social welfare is maximised at the market equilibrium. Productive and allocative efficiency are both regarded by economists as important performance indicators.









The role of government policy



As Figure 1.1 suggests, government policy can operate on structure, conduct and performance variables. According to the SCP paradigm, if an industry comprises only a few large firms, the abuse of market power is likely to lead to the level of output being restricted, and prices being raised. This stifling of competition is likely to have damaging implications for consumer welfare. This suggests there is a role for government or regulatory intervention to promote competition and prevent abuses of market power.




	Competition might be promoted by preventing a horizontal merger involving two large firms from taking place, or by requiring the break-up of a large incumbent producer into two or more smaller firms. Such measures operate directly on market or industry structure.



	Intervention might instead be targeted directly at influencing conduct. A regulator might impose price controls, preventing a firm with market power from setting a profit-maximizing monopoly price. Legal restrictions on permissible forms of collusion might be strengthened, or punishments for unlawful collusion might be increased.



	Finally, a wide range of government policy measures (fiscal policy, employment policy, environmental policy, macroeconomic policy and so on) may have implications for firms’ performance, measured using indicators such as profitability, growth, productive or allocative efficiency.






Box 1.1 provides a brief account of some of the important contributors to the development of industrial organization. Case Study 1.1 provides an application of the structure–conduct–performance paradigm to the European banking industry.



Box  1.1 Contributors to the development of industrial organization



This box gives a brief account of 16 key contributors to the development and shape of industrial organization, in chronological order. Their writings cover a wide range of topics in economics, and it is impossible to distil all of their ideas into a few sentences. This box focuses on their key contributions to industrial organization. In several cases, these contributions drew on the ideas of other, lesser-known past or contemporary economists.


Adam Smith (1723–90)



Adam Smith is widely regarded as the father of modern economics. Many of his key ideas are found in his book The Wealth of Nations (1776). Smith believed that through the exercise of self-interest and competition, the market would produce just the right amount of goods to satisfy both consumers and producers. They would be led, as if by an ‘invisible hand’, to maximise the welfare of both. Smith lived at a time when new inventions, such as the flying shuttle and the spinning jenny, were revolutionising manufacturing; and he believed that economic growth could be achieved through mechanization and the division of labour. The division of labour is illustrated by means of a description of Smith’s visit to a Nottinghamshire pin factory. Ten workers, by dividing the tasks of manufacturing a pin, could produce 2,000 times as many pins as one worker performing all of the tasks. Smith also advocated control over monopolies and restrictive practices, which he viewed as unconducive to good management and free trade, and likely to lead to a misallocation of resources.






Augustin Cournot (1801–77)



Cournot was a French mathematician, who applied his skills to economic ideas and wrote a major contribution to economics, Recherches sur les principes mathématiques de la théorie des richesses (1838) (known as The Researches). He was the first economist to develop the concept of the downward-sloping demand curve which, when combined with supply, determines a market equilibrium. He was also instrumental in identifying variable and fixed costs, and in defining marginal cost, marginal revenue and profit maximization. Although he contributed much to the formulation of the theories of perfect competition and monopoly, he is best known for the development of the duopoly model, a precursor to future developments in oligopoly theory. Cournot argued that the output decision of one firm affects the market price, which then leads to the rival reacting with its own output decision. This reaction, in turn, causes a further adjustment to the output decision of the first firm, and so on. An equilibrium is achieved when neither firm can improve its profit through further output adjustments.





Alfred Marshall (1842–1924)



Marshall was highly instrumental in establishing economics as an academic discipline. Prior to 1903, when Marshall established a degree in economic science at Cambridge, economics had been taught in conjunction with moral philosophy and history. Marshall’s Principles of Economics (1890) established many of the methods and concepts still in use today. Although not the first to do so, Marshall identified the laws of demand and supply, linking them in the now familiar Marshallian Cross diagram. He also developed concepts such as price elasticity of demand (noting the important effect of substitute goods), consumer surplus and quasi-rents. In Industry and Trade (1870) he recognised the power of monopolies, moderated by competition and the contribution of enthusiastic new managers. However, Marshall did not provide a formal analysis of perfect competition, other than as a driver for the equality of price with unit cost of production. Although a good mathematician, having studied maths at Cambridge, he relegated most of his mathematical analysis to appendices in order to make his books accessible to business managers and informed laypersons.





Joseph Schumpeter (1883–1950)



Schumpeter is famous for two contributions to economics on macroeconomic cycles, and the role of innovation in capitalist economies. In his early years he developed the theory that the level of innovation, so important to the growth of an economy, is determined from within the firm by risk-taking entrepreneurs. Since consumers are naturally conservative, their preferences do not lead directly to the supply of new goods and services; instead, the firm attempts to shape and alter consumer tastes so as to create demand for new products. These ideas were further refined in his book Capitalism, Socialism and Democracy (1942), in which he argued that the process of ‘creative destruction’ provides a powerful dynamic underpinning the growth and development of capitalism. Firms and the economy grow and prosper not only because of successful innovation, but also because weak, inefficient firms are rooted out and destroyed by their innovative competitors. Schumpeter recognised that as successful firms grow, they become increasingly reliant on a professional class of technocratic managers charged with running what are increasingly complex and bureaucratic organizations. Professional managers tend to be risk-averse, and not imbued with the entrepreneurial spirit. Pessimistically, Schumpeter believed accordingly that the dynamic of innovation and the development of the capitalist economy are destined to stagnate in the long term.





Edward Chamberlin (1899–1967)



Chamberlin taught economics at Harvard (1937–67) and was responsible for important contributions to microeconomics, especially areas of competition theory and consumer choice. In explaining how a producer in a competitive market can set a price higher than perfect competition will allow, he first introduced the term ‘product differentiation’. His PhD thesis, The Theory of Monopolistic Competition, was later revised and published in 1933. Prior to this, mainstream economists had focused on the polar cases of perfect competition and monopoly, ignoring market structures occupying the large middle ground. Chamberlin argued that few markets are truly competitive. He identified two intermediate market structures. The first was the small group case, where firms choose between myopic competition and the ability to achieve joint profit maximization. The second was the large group case, where firms strive to alter consumers’ perceptions by differentiating their products from each other, allowing the opportunity to charge a higher price or increase market share. Chamberlin’s analysis was influential in the development of the structure–conduct–performance paradigm in industrial organization.





Edward Mason (1899–1992)



Mason was a Harvard Economist who founded the Harvard Institute for International Development. He served as the Dean of the Littauer School at Harvard 1947 and 1958. Mason is often identified as the founder of industrial organization. He advanced understanding of modern industries by measuring and explaining the fundamentals of industry structures. This he asserted was a much more complex endeavour than the stylised versions of market structure used in textbook models of perfect competition and monopoly, and instead necessitated an in-depth exploration of the underlying characteristics of particular industry and how these might affect the decisions taken by business owners and ultimately the performance of firms. Mason’s case study approach inspired a generation of economists including Joseph Bain.





Joan Robinson (1903–83)



Robinson was a Cambridge economist who helped to shape some of Keynes’ (1936) ideas in the General Theory. Her principal contribution to industrial organization, The Economics of Imperfect Competition, was published in 1933, almost simultaneously with Chamberlin’s The Theory of Monopolistic Competition. Using the concept of marginal revenue Robinson argued that in imperfect competition, firms faced downward-sloping marginal revenue functions. If they reduce their prices, they may eventually face a fall in total revenue if marginal revenue is zero or negative. The only logical response would then be to reduce production. In industries characterised by imperfect competition, there may be an underutilization of resources, notably labour. A new theory of price determination was required for imperfect markets. Unlike perfect competition, oligopolies are able to set markup prices above their variable costs. The less intense the competition and the greater the demand for internal funding for growth, the greater the markup. Robinson argued that the concept of equilibrium, as suggested by supply and demand analysis, is unsuitable for explaining the dynamics of imperfect markets.





John Von Neumann (1903–57)



Von Neumann, a Hungarian–American mathematician, was involved in several fields of study, including quantum mechanics, computers, geometry and statistics. In economics he is primarily identified with the development of game theory. After studying Walrasian supply and demand equations based on an interplay of calculus and classical mechanics, von Neumann argued that this analysis failed to address the issue of interdependence between agents: each agent’s decisions have implications for other agents. Game theory addresses this shortcoming in economic theory. In the context of industrial organization, game theory is the study of the choices faced by firms in the pursuit of their optimal outcomes. In 1944, with the help of his colleague Oskar Morgenstern, von Neumann developed a formal analysis based on two players, decision sets and payoff matrices, enabling each player to calculate his best course of action or strategy. Von Neumann extended the analysis to games involving more than two players, with relevance for the theory of oligopoly.





Ronald Coase (1910–2013)



The British economist Coase, resident in the US for 60 years, made a key contribution to the field of industrial organization in a seminal article, ‘The nature of the firm’ (1937), while still studying as an undergraduate at London University. The article explains why organizations known as firms are formed to coordinate resource allocation decisions, instead of individuals relying on market transactions coordinated via the price mechanism. Coase argued that when the transactions executed using market mechanisms prove costly, producers seek to reduce these costs by allocating resources internally by ‘diktat’, rather than by relying on the price mechanism. Firms exist, therefore, to internalise market transactions. Examples of transaction costs that arise when using markets to allocate resources include search and information costs, bargaining costs that become onerous owing to contractual complexity, and the costs of monitoring compliance with the terms of market transactions. Coase’s article was the forerunner of a new branch of industrial organization and management strategy known as transaction cost economics. Coase’s other major contribution to economics was in the field of social costs resulting from externalities. Coase’s seminal article, ‘The problem of social cost’ (1960) described externalities as arising from the costs of transacting over rights to undertake actions that affect others. High transaction costs inhibit the internalization of social costs, and so increase the impact of externalities.





George Stigler (1911–91)



Based at the University of Chicago, Stigler’s main contribution to industrial organization was in the areas of the economics of information and oligopoly theory. He also contributed much to the analysis of barriers to entry, economies of scale, antitrust issues and the measurement of industrial concentration. The economics of information focuses on price dispersion found in many markets, though it could be applied to almost any other variable present in a market transaction. Economic theory suggests that over time, price discrepancies should iron themselves out and if they do not, the fault lies with market imperfections. Stigler pointed out that market information is costly to collect and disseminate. Buyers may consider that seeking the lowest price is not worth their time and effort. Another important contribution, in the area of oligopoly theory, was also concerned with the dissemination of price information. Firms’ sales are not only affected by their rivals’ price changes but also by changes in the market. The time it takes for a firm to unravel these effects and respond has important implications for the functioning of markets. Stigler is known for developing the theory of regulatory capture, which describes the tendency for producers and other interest groups to attempt to gain control over regulatory arrangements, so as to reshape them in their own interests.





Joseph Bain (1912–91)



Bain was a Harvard economist, and a key figure in the development of industrial organization as an important subfield within economics. The American Economic Association described him as the ‘father of modern Industrial Organization’. His major contribution was the development, with Edwin Mason (his PhD supervisor), of the structure, conduct and performance (SCP) paradigm, which argues that industry structure indicators such as the level of concentration, the degree of product differentiation and entry conditions are key determinants of firm or industry performance indicators such as profitability, efficiency and technological change. Bain introduced new concepts, such as the classification of entry barriers, potential competition and limit pricing. He regarded product differentiation, notably advertising, as the most potent of entry barriers, enabling firms to develop market power and maintain high prices. He also contributed much to the development of empirical research methodologies for testing hypotheses derived from the SCP paradigm. An important innovation was the examination of cross-country variation in structure and performance indicators for the same industry, used as a means of verifying SCP relationships.






Herbert Simon (1916–2001)



Simon is best known in economics for his research into decision-making in the modern organization, and the introduction of the term ‘bounded rationality’. In his 1947 book, Administrative Behavior, he argued that economic optimization was an impossible goal. If managers were to make rational decisions they had to identify all possible alternatives, determine their consequences and calculate the impact of such consequences. He suggested an alternative approach, known as ‘satisficing’, whereby managers search for actions that achieve reasonable rather than optimum payoffs. These fresh insights into organizations were influential in the development of the behavioural theory of the firm. Simon later suggested that both economics and psychology could contribute to understanding decision-making in an organization. Simon’s scientific interests extended to several other fields, including cognitive psychology, computer science and artificial intelligence.





William Baumol (1922–)



Baumol, a Princeton economist, has written widely on many topics. His articles and books cover areas as diverse as the transactions demand for money, the labour market, the service industries and the history of economic thought. His contribution to industrial organization is focused on the theory of the firm, contestable markets, regulation and various industry studies. An early contribution to the theory of the firm was the sales revenue maximization hypothesis, based on his observation and experience as a consultant to many US corporations. Baumol argues that because of the divorce of ownership from control, managers in control of large corporations are attracted to the maximization of total revenue, which determines their remuneration and status. This objective is subject to a minimum profit constraint sufficient to placate shareholders. The theory of contestable markets, which Baumol developed with his colleagues John Panzar and Robert Willig (1982), is based on the idea that firms operating in highly concentrated market structures may nevertheless behave competitively if the industry is characterised by low entry and exit barriers. Incumbents are, in effect, constrained from exercising their market power by the presence of potential rather than actual competitors.





John Nash (1928–2015)



Nash completed a PhD in mathematics at Princeton in 1950. This work contained his major contribution to economics in the field of game theory: the derivation of an equilibrium solution for non-cooperative games. In a Nash equilibrium, taking the other players’ current actions as given, no player can improve his own payoff by changing his own actions. He demonstrated that a Nash equilibrium exists for a broad class of games, provided players are allowed to adopt mixed strategies whereby they choose randomly from several actions, with a specific probability assigned to each action. The Nash equilibrium bears close affinities to the solution to the duopoly model that was proposed by Cournot more than a century before. One of the best known examples of a Nash equilibrium is the prisoner’s dilemma, where two players recognise the strategies that will lead to an optimal outcome for both and yet, rationally, select strategies leading to a suboptimal outcome. Another key contribution to economics was Nash’s discussion of the bargaining problem, concerning the utility-maximizing division of the gains from a bargain between two parties. Nash’s contributions as a mathematician and game theorist also found important applications in fields as diverse as computing, evolutionary biology, politics and military strategy.





Harold Demsetz (1930–)



Another member of the Chicago school, Demsetz has contributed much to the theory of the firm, the theory of property rights and antitrust policy. In developing some of the ideas introduced by Coase, Demsetz argued that the act of assigning and enforcing a property right bears a cost. Property rights will be assigned if the gains outweigh the costs. For example, the Montagne Indians of Quebec established property rights over beavers when the fur trade became profitable during the eighteenth century, internalizing the externality created by hunting. The hunting of grazing animals with little commercial value continued without the creation of property rights, however, because the limited gains from internalization would have been outweighed by the high costs of tracking the animals. The existence of clearly defined and marketable property rights, whether imposed by government or through ‘promises’ made by individuals, leads to efficient markets. Another important contribution was Demsetz’s extension of transaction cost analysis. Demsetz extended the scope of transaction cost economics by examining market frictions that can occur independently of organizational structure.





Oliver Williamson (1932–)



Williamson’s major contribution is the development of transaction cost economics (TCE), which he first outlined in 1975. This approach has had a great influence not only in economics, but also in organization theory and contract law. Williamson was concerned with the problem of market failure in markets that had, traditionally, been assumed always to adjust towards equilibrium. This analysis led him to investigate many topics in economics, including market structure, monopoly, vertical integration and public utility regulation. TCE was constructed on the triad of opportunism, bounded rationality and asset specificity. Opportunism refers to what happens when certain players in a market, motivated by self-interest, are dishonest and willing to exploit other players. Bounded rationality refers to decision-makers having only limited information regarding the environment in which they operate, most likely concerning the activities closest to their own sphere of operations. This situation gives rise to uncertainty and the possibility of taking incorrect decisions that may prove costly. Asset specificity refers to the value of a productive asset being greater in a certain application than in others. This tends to bind the seller and the buyer of the asset together, giving either or both the chance to engage in opportunistic behaviour. A solution might be to pursue a strategy of vertical integration, so that the integrated firm economises on the transaction costs that otherwise arise when the seller and buyer are separate entities.









Case study  1.1 Structure, conduct and performance in European banking



The banking system is of central strategic importance for economic growth, capital allocation, financial stability, and the competitiveness and development of the manufacturing and service sectors. The nature of competition in European banking has changed significantly since 1990. Following deregulation (via the Second Banking Directive), the creation of the EU single market in financial services, and the launch of the euro, barriers to trade in financial services have been significantly reduced. Banks are able to trade not only in their own countries but also elsewhere throughout Europe. Banks have increased the range of products and services they offer to customers, leading to the distinction between banks, building societies, insurance companies and other financial institutions becoming blurred. The arrival of foreign-owned banks in many European banking markets has caused competition to intensify. Furthermore, a wide range of non-bank institutions, including supermarkets and telecommunications firms, now offer financial products and services as well. This has placed additional pressure on established banks to lower costs, limit their risk exposures, improve their management and governance structures, and find new ways of generating revenues from new forms of banking business (Goddard et al., 2007, 2010, 2015).


Since the 2000s, the European banking industry has been subject to major shocks including the turmoil following the US sub-prime crisis in 2007–08, and the more recent European sovereign debt crisis. The former led to large losses and the failure and closure of many banks, and forced large-scale interventions by central banks and governments on an unprecedented scale.


Structure



During the period 1990–2011, there was a decline in the number of banks trading in most European countries. This trend is similar for mutual savings banks, cooperative banks and commercial banks. Table 1.1 shows data on the total number of banks (domestic and foreign-owned) trading in selected European countries in various years. Over the same period, branch numbers have also declined, as banks have sought to rationalise their branch networks.





Table  1.1




Structural indicators for EU-15 banking sectors, 1995–2011



Sources: Central Bank Reports (various); ECB (2006), ECB (2007b), ECB (2010) and also from ECB Consolidated Banking Data (online resource).










	


	Number of banks


	Assets (billion euros)


	Number of branches


	Employees (’000s)


	Concentration (Assets CR5)







	Country


	1995


	2005


	2011


	1995


	2005


	2011


	1995


	2005


	2011


	1995


	2005


	2011


	1995


	2005


	2011











	Austria


	  1041


	   880


	   783


	 396.8


	 720.5


	1010.4


	  4856


	  4300


	  4431


	    74


	    75


	    78


	  39.0


	  45.0


	  35.9







	Belgium


	   143


	   100


	   122


	 589.4


	1055.3


	1198.4


	  7668


	  4564


	  3881


	    77


	    69


	    61


	  54.0


	  85.2


	  70.8







	Denmark


	   202


	   197


	   164


	 125.5


	 722.1


	1144.9


	  2215


	  2114


	  1557


	    47


	    48


	    47


	  72.1


	  66.3


	  66.3







	Finland


	   381


	   363


	   358


	 196.3


	 234.5


	 642.4


	  1612


	  1616


	  1422


	    31


	    25


	    23


	  70.6


	  83.1


	  80.9







	France


	  1895


	  1577


	  1147


	2513.7


	5090.1


	8391.5


	 26606


	 27075


	 38323


	   408


	   430


	   379


	  41.3


	  53.5


	  48.3







	Germany


	  3785


	  2089


	  1956


	3584.1


	6826.6


	8393.5


	 44012


	 44044


	 37853


	   724


	   705


	   664


	  16.7


	  21.6


	  33.5







	Greece


	    53


	    62


	    79


	  94.0


	 281.1


	 476.9


	  2417


	  3576


	  3845


	    54


	    61


	    60


	  75.7


	  65.6


	  72.0







	Ireland


	    56


	    78


	   590


	  45.8


	 941.9


	1312.8


	   808


	   910


	  1099


	    38


	    38


	    36


	  44.4


	  46.0


	  53.2







	Italy


	   970


	   792


	   785


	1070.5


	2509.4


	4065.0


	 20839


	 31498


	 33561


	   337


	   336


	   316


	  32.4


	  26.7


	  39.5







	Luxembourg


	   220


	   155


	   554


	 445.5


	 792.4


	1101.5


	   224


	   155


	   227


	    19


	    23


	    27


	  21.2


	  30.7


	  31.2







	Netherlands


	   102


	   401


	   297


	 650.0


	1697.7


	2428.7


	  6729


	  3748


	  2653


	   111


	   117


	   105


	  76.1


	  84.8


	  83.6







	Portugal


	   233


	   186


	   159


	 116.3


	 360.2


	 573.8


	  3401


	  5427


	  6403


	    60


	    58


	    61


	  74.0


	  68.8


	  70.8







	Spain


	   506


	   348


	   415


	 696.3


	2150.7


	3643.0


	 36405


	 41979


	 40103


	   249


	   253


	   246


	  47.3


	  42.0


	  48.1







	Sweden


	   249


	   200


	   205


	 146.9


	 653.2


	1140.4


	  2731


	  1910


	  2083


	    44


	    46


	    50


	  59.3


	  57.3


	  57.8







	UK


	   564


	   400


	   405


	1999.5


	8320.2


	9708.2


	 17522


	 13694


	 11686


	   445


	   483


	   454


	  28.3


	  36.3


	  44.1













This is part of an overall trend towards consolidation in financial services, which has been accompanied by an increase in seller concentration. Table 1.1 indicates that banking industry concentration has increased in the majority of countries. Domestic consolidation has been a prominent feature of this trend. In 2011, seller concentration measured by the five-firm concentration ratio (the share of the five largest banks in the total assets of the banking industry) exceeded 60 per cent in Belgium, Denmark, Greece, the Netherlands, Portugal, Finland and Sweden. Concentration has also increased, but has remained at lower levels, in Italy, Germany and the UK.


However, the number of foreign-owned banks trading in every country included in Table 1.1 increased over the period, leading to an intensification of competition. There are several ways in which a bank might operate across national borders within an integrated European banking market. The bank might establish either a branch or a subsidiary in another European state; or it might provide banking services directly (without establishment) across national borders. The bank might enter into a strategic partnership with an institution in another state; or it might locate different functions in different states. Recent years have seen the emergence of several large cross-border institutions within the EU.





Conduct



In response to competitive pressure (brought about by the entry of foreign banks and new financial services providers), many banks have consolidated by means of merger and acquisition. This strategy has enabled some banks to achieve the large size (or critical mass) required to operate effectively throughout the European single market. Recent mergers between large banks from different EU member states suggest an increased propensity for large cross-border mergers. Examples of significant cross-border mergers include Unicredit (Italy) and HVB (Germany); Credit Agricole (France) and Emporiki (Greece); BNP Paribas (France) and Banco Nazionale de Lavaro (Italy); and Banco Santander (Spain) and Alliance and Leicester (UK). This suggests that barriers to cross-border mergers arising from difficulties in selling generic products across borders, differences in competition, employment, regulatory and supervisory policy across countries, political interference, and a lack of consumer trust in foreign banks are diminishing. Major cross-border banking groups have adapted their organizational structures, risk management and strategic planning functions to deal with pan-European activity in a range of areas, including traditional commercial banking as well as treasury and trading activities.


Many banks have also implemented strategies of product diversification and financial innovation. Examples include online share dealing, letters of credit, pensions and insurance, and a wide range of investment services. For European banks, revenue from non-interest-bearing business as a proportion of the total revenue increased from 28 per cent in 1992 to over 50 per cent in 2009.





Performance



Commercial banks traditionally depended upon interest margins as the main driver of profits. Profitability depended on banks’ ability to maintain a sizeable gap between interest income and interest cost, while attempting to maximise operational efficiency. As banking systems were liberalised, competition in loan and deposit markets intensified. This was an observable trend from the early 1980s to the early 2000s in many European countries. Reductions in margins encouraged banks to supplement their income (where possible) by diversifying into non-interest income, or non-traditional areas such as insurance and securities underwriting.


While the contribution of non-interest revenue to total revenue has risen, technological innovation has substantially reduced the costs associated with the collection, storage, processing and transmission of data, and transformed the means whereby customers gain access to banking services and products.


As perhaps one might expect, substantial variations in European bank profitability exist. Table 1.2, highlights the relatively low profitability of German banks during the early and mid-2000s, when banks in Belgium, Sweden and UK enjoyed relatively high profits. Differences in profitability between countries have been attributed to a variety of factors including: variation in accounting and tax systems; structural factors such as the intensity of competition in specific product segments; the extent of product and geographic diversification; and business cycle effects





Table  1.2




Average profitability (% return on equity) of EU-15 national banking sectors, 1990 to 2011



Source: Constructed from Bankscope and ECB Consolidated Banking Data.










	Country


	1990-94


	1995-99


	2000


	2001


	2002


	2003


	2004


	2005


	2006


	2007


	2008


	2009


	2010


	2011











	Austria


	  8.13


	  9.17


	 11.33


	  7.85


	  7.83


	  9.50


	 10.49


	 10.91


	 16.31


	  7.81


	  1.60


	  1.63


	  6.41


	  1.47







	Belgium


	  9.57


	 14.54


	 20.48


	 15.90


	 11.76


	 16.07


	 14.03


	 17.11


	 19.46


	  9.94


	−1.74


	  6.89


	 10.48


	  1.36







	Denmark


	−2.77


	 15.70


	 15.24


	 10.23


	 11.26


	 15.75


	 16.46


	 12.06


	 16.84


	  9.00


	−12.36


	−6.90


	  2.39


	  0.60







	Finland


	−21.57


	  8.05


	 22.07


	 22.79


	  8.40


	 18.11


	 12.12


	  7.36


	 10.92


	  6.71


	  1.23


	  7.92


	  6.96


	  8.11







	France


	  6.18


	  7.36


	 12.08


	 10.94


	  9.38


	  9.85


	 13.43


	  9.54


	 14.77


	  9.47


	  5.80


	  8.36


	  8.35


	  5.59







	Germany


	 12.97


	 12.48


	  7.86


	  0.84


	−1.71


	−2.70


	  2.26


	  8.33


	 11.02


	  4.79


	  2.87


	  3.57


	15.2


	  2.16







	Greece


	 24.60


	 21.16


	 19.21


	 11.80


	  7.71


	 14.01


	 11.54


	 10.86


	 13.93


	 11.44


	  2.86


	−1.95


	−4.73


	  5.88







	Ireland


	  n/a


	 19.80


	 17.88


	 10.77


	 11.90


	 14.50


	 18.30


	 12.46


	 17.84


	  7.07


	−0.16


	−49.97


	−65.22


	−11.12







	Italy


	 11.14


	  9.29


	 17.58


	  8.42


	  6.44


	  7.59


	 11.45


	  8.17


	 10.50


	  8.74


	  6.75


	  3.47


	  3.68


	−12.99







	Luxembourg


	 12.73


	 21.87


	 20.51


	 12.89


	 10.62


	 13.73


	  9.88


	 12.79


	 19.22


	 10.99


	  2.10


	  8.24


	  8.47


	  6.17







	Netherlands


	 13.99


	 15.92


	 17.19


	 12.39


	  9.75


	 14.73


	 19.50


	 14.14


	 16.96


	 18.63


	 11.43


	  9.41


	  7.54


	  6.16







	Portugal


	 10.07


	  7.78


	  8.84


	 13.43


	 12.30


	 13.44


	 11.40


	  8.04


	 13.40


	 18.63


	 11.43


	  9.41


	  7.54


	  6.16







	Spain


	  9.73


	 10.40


	 10.37


	 12.30


	 12.65


	 13.35


	 14.60


	  8.94


	 15.22


	 11.53


	  8.65


	  1.74


	  8.04


	  0.09







	Sweden


	 17.09


	 18.42


	 19.50


	 18.85


	 13.39


	 15.34


	 18.45


	 11.07


	 15.70


	  9.60


	  3.56


	  9.98


	 10.18


	 10.65







	UK


	 15.40


	 27.88


	 21.49


	 13.47


	 11.59


	 14.43


	 19.90


	  9.84


	 16.10


	 12.59


	 10.38


	  4.37


	  4.37


	  4.24







	EU-15 Mean


	  8.48


	 14.65


	 16.11


	 12.19


	  9.55


	 12.51


	 13.59


	 10.77


	 15.21


	 10.46


	  3.62


	  1.08


	  1.98


	  2.30







	EU-15 Median


	 10.61


	 14.54


	 17.58


	 12.30


	 10.62


	 14.01


	 13.43


	 10.86


	 15.70


	  9.60


	  2.87


	  4.37


	  7.54


	  4.24











Table 1.2 shows that the average profitability (measured by return on equity) of banks in most European countries improved between 1990 and 2006, but declined sharply during the financial crisis of 2007–9. Overall competition between banks, and between banks and other financial service providers, has become more intense. Deregulation and technological progress have lowered entry barriers, making banking more highly competitive. At the same time, as a consequence of continued consolidation the proportion of industry assets held by the largest banks has increased.





The global financial crisis and regulation



The failure in 2007 of Northern Rock, a UK retail bank, preceded a serious financial crisis that afflicted the banking industry worldwide, but most notably in the US and many western European countries. Many banks, both large and small, incurred heavy losses and defaults on their loans portfolios, resulting in numerous bank failures and rescues through the intervention of central banks and governments. Initial responses to the financial crisis of 2007–9 included: government purchase of distressed assets (loans made by banks that are unlikely to be repaid, or loans on which the borrower has already defaulted); changes to the rules concerning the types of asset accepted as collateral; nationalization or part-nationalization of financial institutions considered too-big-to-fail; and government guarantees of consumer deposits and bank liabilities. Factors widely cited as having contributed to the financial crisis include: global imbalances in trade and capital flows; excessively expansionary monetary policy; misalignment of the incentives facing investors, banks and credit-rating agencies; inadequate financial disclosure and the adoption of inappropriate accounting rules; lax lending standards; loopholes in regulation and supervision; and individual fraud. Signs of recovery in the banking industry have been apparent since 2009. However, a series of banking or sovereign debt crises afflicted several European countries (most notably Greece, Ireland, Italy, Portugal and Spain).


European governments responded to the 2007–9 financial crisis by: expanding the scope of bank regulation based on economic substance rather than legal form; requiring banks to hold more capital (to serve as a buffer to absorb future losses); enhancing regulation and supervision of bank liquidity; introducing more prescriptive codes of conduct for executive remuneration and benefits; improving arrangements for regulation of the activities of cross-border banks; and reforming accounting rules concerning financial disclosure. Large European banks are subject to new arrangements for macro- and micro-prudential supervision, including a new European Systemic Risk Board (ESRB) to monitor and assess systemic risks in the EU financial system.


In June 2012 the European Council launched proposals to create a European Banking Union (EBU), comprising three pillars. The first pillar involves a transfer of supervisory responsibilities for 123 banks deemed to be ‘significant’, from national supervisors to a Single Supervisory Mechanism (SSM) operated by the European Central Bank. The UK, along with Sweden, declined to participate in the SSM, which became operational in November 2014. The second pillar of EBU, a pan-European resolution mechanism, aims to provide for the orderly shutdown of non-viable banks, so minimizing the likelihood of taxpayer-funded bank bailouts. The third pillar is the creation of a European deposit insurance scheme that would operate, alongside the resolution fund, under a common resolution authority. In 2016, a UK referendum led to an unexpected vote to leave the European Union. At the time of writing it is unclear what the implications of this vote are for the future configuration of European banking.








In common with the Austrian school, the Chicago school argues vehemently against government intervention in markets in order to promote competition (Reder, 1982). The Chicago school is a group of prominent academic lawyers and economists, whose pro-market, pro-competition and anti-government views were perhaps at their most influential during the 1970s and 1980s. The Chicago school is identified with the argument that large firms are likely to have become large as a result of having operated efficiently, and therefore more profitably, than their smaller counterparts. Therefore, punishing the largest firms because they are also the most profitable firms is tantamount to punishing success. Even if certain abuses of market power do take place in the short run, these are likely to be self-correcting in the long run, when competition will tend to reassert itself. For example, there is little point in passing laws against collusive agreements, since such agreements are inherently unstable and are liable to break down in the fullness of time (Posner, 1979). Markets and industries have a natural tendency to revert towards competition under their own steam, without the need for any intervention or assistance from government.


The strident views of the Chicago school have not gone unchallenged. Blaug (2001), for example, accuses the Chicago school of promoting ideology rather than science.






The Chicago school does not deny that there is a case for antitrust law but they doubt that it is a strong case because most markets, even in the presence of high concentration ratios, are ‘contestable’. How do we know? We know because of the good-approximation assumption: the economy is never far away from its perfectly competitive equilibrium growth path! Believe it or not, that is all there is to the ‘antitrust revolution’ of the Chicago school.






(Blaug, 2001, p. 47)
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