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An Introduction to Industrial Economics.

To what extent should we regulate Industry?

Industry is regulated because markets fail, or are, at least,
perceived to fail.  There are two sorts of industry regulation
relevant for our purposes; specific and general.  Industry-
specific regulation is characterised by the existence of a
regulatory agency.  It arises partly because of information
asymmetry in between buyer and seller, which cannot be
contained by self-regulation within the industry alone.
Examples of this include regulation of the financial services
sector and the advertising industry.  It also arises in industries
that were once thought of as natural monopolies and have
been privatised.  General regulation of industry occurs partly
because of the possibility of collusive activity or the abuse of a
dominant position.  Hence we have competition policy.
General regulation also occurs because governments want to
control technological developments or to ensure that the
social problems of sectoral decline are minimised.

We concentrate in these lectures on competition issues and
privatisation.  As you will see there are very different
approaches as to how governments should intervene in these
matters.

To get going we are going to examine what we mean by
industrial economics and what we interpret as an industry.
This latter point is important for Competition authorities who

need to know what the relevant market is from the outset of
any investigation.  Having identified the market some measure
of dominance has to be established and this we do by
considering market share and concentration ratios.  Finally,
judgements have to be made about the nature of regulation
and this will differ depending on the theoretical beliefs of the
investigator.  I provide a brief insight as to differing
perspectives in industrial economics.

Aims

! To show that there are complexities in our understanding
of the relevant market for competition purposes and

! That there are a number of competing perspectives in
industrial economic which make public policy decisions
problematic.

Learning Outcomes

After following this paper you will be able to

! define industrial economics
! demonstrate what a concentration ratio is
! assess the definition of an industry
! compare and contrast various perspectives in industrial

economics
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A Definition of Industrial Economics

Industrial economics is the application of microeconomic
theory to the analysis of firms, markets and industries (Stigler,
1968)

However, industrial economics concentrates its efforts on the
study of

strategic behaviour by monopolies (particularly since
privatisation) and oligopolies and

the public policy implications of such behaviour

Moreover, it recognises that industries change over time, i.e.
there are "industrial dynamics".

The concept of an industry

It is essential that we recognise that the size of the market is
important in our understanding of an industry.  The local shop
in a rural area may be a monopoly supplier of household
items to the local community but they are only one element of
an industry.

The term 'industry' refers to the aggregation of firm numbers
at some politically determined level: the region, the nation, the
EU.  However, some academics and politicians have even
talked of 'global industries' but official statistics on this are
rare.

This aggregation could be based on

demand side (market based) criteria, i.e. by grouping
together those firms who produce a product whose
cross price elasticity reaches a particular threshold e.g.
greater than 2.

The advantage of this approach is that we would understand
how consumers distinguish between particular products
although the technologies involved may be similar, e.g. Minis
and Rolls Royces.  The disadvantage is calculating cross
price elasticities

supply side (technology based) criteria,  i.e. grouping
together those producers that have similar
technological expertise in the supply of certain
products.

The advantage of this approach is that it recognises the ability
of firms to switch to the creation of new (differentiated)
products (brands) like those supplied by firms with similar
technologies, e.g. manufacturers of Rolls Royce producing a
smaller car that would compete with the Mini.

Governments have adapted the latter method of classifying
firms to industries.

(See Table 1 which shows UK Standard Industrial
Classification for a few products using the 1992 revisions)
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Why is the concept of an industry important?

Koutsoyiannis (1979) argues that the concept of an industry

reduces complex inter-relationships of all firms in an
economy to manageable dimensions

makes it possible to derive a set of general rulesfrom
which we can predict the behaviour of competing
groups that constitute an industry.

provides a framework for the analysis of entry on the
behaviour of firms and on equilibrium, price and output.

TABLE 2

SIC92                                                                                                    Standard Industrial Classification - 1992 Revision

92sect 92div 92group 92class 92subcl description

      4    D: Manufacturing

   15 Manufacture of food products and beverages
151 Production, processing and preserving of meat and meat

products
  1511       Production and preserving of meat

15111 Slaughtering of animals other than poultry and rabbits
15112 Animal by-product processing
15113 Fellmongery

  1512 15120       Production and preserving of poultry meat
  1513       Production of meat and poultry meat products

15131 Bacon and ham production
15132 Other meat and poultry meat processing

    152   1520 Processing and preserving of fish and fish products
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Market structures

As every firm produces a unique (differentiated) product they
could be categorised as a monopolist.  However, in
microeconomics we group firms together on the basis of
certain characteristics to identify the type of market structure
they belong to (e.g. product substitutability, interdependence
of sellers, ease of entry)

Thus, we can identify perfect competition, monopolistic
competition, monopoly and oligopoly.  The most important of
these is oligopoly.  Oligopolies are usually heterogeneous.
Some may have a dominant firm(s) with a competitive fringe,
many have been identified as having strategic groupings
(Porter, 1980)

(See table 2 showing relationship between market structure
and these characteristics)

TABLE 2

Classification of Markets

Type of Market Product Interdependence Ease of Entry
Substitutability of Sellers criterion
criterion criterion

(cross-price (cross-quantity E=(Pm - Ppc)/Ppc
                                                        elasticity)                              elasticity)                                                            
Pure Competition YES NO YES

Monopolistic Competition SOME NO YES

Pure Oligopoly YES DEFINITELY MAYBE

Heterogeneous Oligopoly SOME DEFINITELY MAYBE

Monopoly NO ? NO BLOCKADED
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Market Share and Competition

Market share measures are usually the main way of
assessing whether a dominant position exists within a market.
Market shares of individual firms are, of themselves, useful in
providing a glance at the nature of an industry.  However, to
capture the relationship between firm numbers and market
shares within an industry, economists have developed a
number index called a Concentration Ratio.  There are many
such measures but two of the most important are

1. The n firm concentration ratio where n refers to the top
number of firms measured (usually) by output.  So

C5i  = Y5i/ Yi

is the 5 firm concentration ratio in industry I where Y refers to
output minus exports

Shepherd (1992) makes the distinction between ‘tight’
oligopolies and ‘loose’ oligopolies to provide a flavour of the
nature of competition in particular industries.  The distinction
is somewhat arbitrary but a tight oligopoly might be an
industry with a ratio of 60% or greater - This would certainly fit
in with the current EC view of dominant positions.

This ratio can be adjusted to take account of trade to capture
what is sold in the domestic market.

This point is taken up recently by Cowling et al (2000) as they
examine the declining concentration in manufacture of
vehicles within the UK over the period 1965 to 1994.  One of
the problems of existing studies is that they treat all imports as
competitive.  Thus, the 5 firm adjusted concentration ratio is

C5i = Y5i / (Yi + Mi) where M refers to imports.

However, if we recognise that a high proportion of imports are
tied to multinational production then the appropriate
adjustment is

C5i = (Y5i - M5i)/ (Yi + Mi)

The problem is getting data on these non-competitive imports.
Cowling et al use data on the number of units sold and
imported in the car, van, bus and truck industries to
demonstrate the importance of distinguishing between each
measure.  The conventional C5 ratio shows a steady de-
concentration in each of these industries over the period 1965
to 1994.  The appropriately adjusted C5 ratio, on the other
hand, show that the rapid fall in concentration to the mid-
1970s has not been sustained into the 1990s in three of the
four industries – cars, trucks and buses – despite dramatic
increases in imports.  The reasons are largely due to quite
complex restructuring processes in each industry in which
overseas transnationals (including some that have a long
tradition of UK production) became industry leaders relying on
high levels of intra-firm trade.
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Table 3

Accounting for imports in Concentration Ratios – The UK Car
industry

Year               (Y5i - M5i)/ (Yi + Mi)            Y5i / (Yi + Mi)

1965 91.35 91.40

1975 74.20 66.60

1985 72.40 41.80

1994 69.76 40.99

Source: adapted from Cowling et al (2000) Table 1 p.49.

2. The Hirschman-Herfindahl index is a measure of the
sum of the squared market shares in an industry i.

HHIi =  (market share 1) 2 +  (market share 2) 2 +....+  (market
share n)2

Some differences between the two measures show how HHI
might be superior (see Table 3).

Table 3: Comparing  the n firm and HHI concentration Indices

Firms                        Market Shares         4 Firm Concentration          HHI

Ten firms 10% 40 1,000
Six firms 16% 64 1,660
Five firms 20% 80 2,000
Four firms 25% 100 2,500
Three firms 33% 100 3,300
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HHI clearly shows that the index rises rapidly as the number
of firms is reduced.   Thus, a monopoly supplier would have
an HHI number of 10,000.

We can calculate a numbers equivalent HHI using the
following formula

Numbers equivalent = 10,000
HHI

If HHI =2,000 this is equivalent to saying that 5 firms could
each supply 20% of the market.

We could also note the importance of dominant firms using a
HHI.  For example, if a firm has 60% of the market and
another 4 firms shared the rest of the market equally the HHI
would be 4000, whilst the HHI for 5 firms sharing equally is
2000.

Its appeal is that it captures the market shares of all the firms
in the industry.  This measure of concentration is directly
calculable from oligopoly models and so has a theoretical
base.

Competing Views of the Competitive Process

1. Structure - Conduct - Performance

Viewing industries in this way suggests that public policy may
be applicable.

Basic Conditions

! What demand and supply side factors influence the
industry?

! What is the regulatory framework within which
organisations have to operate?

What is structure?

! Describes the characteristics and composition of markets
and industries in the economy.

! Refers to the number and size distribution of firms in the
market.

What is conduct?

Refers to the behaviour (actions) of firms in a market; the
decisions they make and also the way in which these
decisions are taken.
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What is meant by performance?

Do the firms enhance economic welfare?

! Are they being productively efficient, avoiding wasteful use
of available factors?

 
! Are they being allocatively efficient in producing the right

goods in the right quantities?

! How effective are they in enhancing employment and
economic growth?

Which view of industries should we believe?

Depends on whether we adopt a laissez-faire or
interventionist view (or somewhere in between).

•  Traditional, uni-directional view
 
This view suggests that monopolies are inherently bad
because they emanate from a particular market structure.

BASIC CONDITIONS
Resources
Technology
Economies of scale
Demand
Regulation

STRUCTURE
Number of Firms
Size of Firms
Entry Conditions

CONDUCT
Pricing
Investment
Technical Change
Advertising and
Marketing
Acquisition
Lobbying

PERFORMANCE
Profits
Trade Balance
Jobs
Market Share

Figure 1
The S-C-P Paradigm.
A linear view
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2. Behaviourists

 These stress that conduct has a more important role to
play in determining structure and performance.  This
suggests that we need control over mergers and cartels.
 See Figure 2 which shows the a more complex set of
relationships between S – C – P.
 

3. New Industrial Economics
 
 Adopts a game theoretic approach to explaining
interdependencies in monopoly and oligopolistic market
structures.  Thus, it too makes conduct explicit because it
explores the role of strategy.
 

4. UCLA-Chicago school
 
 This is the traditional neo-classical view of industry S-C-P.
Indeed, this view proposes that large oligopolistic firms
have achieved success via efficiency.  Thus, rather than
market structure being a determinant of performance,
performance determines the number of firms (and their
size) within a particular market structure.  In such a
scenario regulation of monopolies and mergers is not
required.   Further, control of cartels should be minimal as
they are susceptible to cheating.  The implication is that
government should regulate industry with a ‘light hand’.
 
 

5. Contestable Markets
 
 This perspective suggests that potential competition is an
important force in bringing about competitive outcomes
particularly where the exit costs of entering an industry are
zero.  This approach has had an important bearing on the
privatisation debate.
 

6. Austrian view

This approach suggests that intervention should be
minimal.  Monopolistic profits are the reward for
entrepreneurial endeavour in introducing technical and
technological change.  Over time entry will occur to erode
such profit but by that time other developments may have
arisen.
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Clarke, R. (1985) Industrial Economics, Basil Blackwell,
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Hay, D.A. & Morris, D.J. (1991) Industrial Economics and
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BASIC CONDITIONS
Resources
Technology
Economies of scale
Demand
Regulation

STRUCTURE
Number of Firms
Size of Firms
Entry Conditions

CONDUCT
Pricing
Investment
Technical Change
Advertising and
Marketing
Acquisition
Lobbying

PERFORMANCE
Profits
Trade Balance
Jobs
Market Share

Figure 2
The S-C-P Paradigm. A more complex view
K
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McGraw Hill, London.

Martin S (1994) Industrial Economics.  Economic Analysis and
Public Policy, 2nd edition, Macmillan, London.

And Finally….

Have you covered the learning outcomes?

Consider the following (without reference to the paper)

1. What is meant by the term industrial economics?

2. What is the Herfindahl-Hirschmann Index of concentration
and how does it compare with the n- firm concentration
ratio?

3. What factors should we take into account when defining an
industry?

4. Briefly (less than 100 words) consider whether a  particular
structure leads to a certain performance or is more
complex than that?



An Introduction to Industrial
Economics

by

Kevin Hinde





Learning Outcomes

✔ After following this paper you will be able
to

✔ define industrial economics

✔ demonstrate what a concentration ratio is

✔ assess the definition of an industry

✔ compare and contrast various perspectives
in industrial economics



What is industrial economics?

✔ Industrial economics is the application of
microeconomic theory to the analysis of firms,
markets and industries (Stigler, 1968)



The concept of an industry

✔ The term 'industry' refers to the aggregation of
firm numbers at some politically determined level:
the region, the nation, the EU.

This aggregation could be based on

✔ demand side (market based) criteria

✔ supply side (technology based) criteria



Table 1
SIC92                                              Standard Industrial Classification - 1992 Revision

92sect 92div 92group 92class 92subcl description

      4 D: Manufacturing

15 Manufacture of food
products and beverages

151 Production, processing
and preserving of meat and meat
products

1511 Production and preserving of meat
15111 Slaughtering of animals other

than poultry and rabbits



Why is the concept of an industry
important?
✔ Koutsoyiannis (1979) argues that the concept of

an industry

✔ reduces complex inter-relationships of all firms in
an economy to manageable dimensions

✔ makes it possible to derive a set of general rules
from which we can predict the behaviour of
competing groups that constitute an industry.

✔ provides a framework for the analysis of entry on
the behaviour of firms and on equilibrium, price
and output.



Oligopoly

✔ “Competition among the few” W. J. Fellner
(1949)

✔ Duopoly:  where two firms produce industry
output.



Measuring Oligopoly

✔ ‘Tight’ Oligopolies and

✔ ‘Loose’ Oligopolies

✔ Concentration Ratio
✔ The Hirschman-Herfindahl index



Table 3

Accounting for imports in Concentration Ratios – The UK Car industry

Year                         (Y5i - M5i)/ (Yi + Mi)                      Y5i / (Yi + Mi)

1965 91.35 91.40

1975 74.20 66.60

1985 72.40 41.80

1994 69.76 40.99

Source: adapted from Cowling et al (2000) Table 1 p.49.



Firms                Mkt Shares      4 Firm CR        HHI

Ten firms 10% 40 1,000
Six firms 16% 64 1,667
Five firms 20% 80 2,000
Four firms 25% 100 2,500
Three firms 33% 100 3,333





Structure - Conduct -
Performance
✔ Viewing industries in this way suggests that

public policy may be applicable.



Basic Conditions

✔ To understand an industry structure and the
conduct within it is necessary to know

✔ the demand and supply side factors that influence
the industry.

✔ the regulatory framework within which
organisations have to operate

✔ For example, an industry may only be able to sustain 5 firms operating
efficiently because of the cost and technology conditions that currently
prevail.  Or, the Government may grant a monopoly right to provide a
particular product, e.g. Camelot who run the National Lottery.



What is structure?

✔ Describes the characteristics and composition of
markets and industries in the economy.

✔ Refers to the number and size distribution of firms
in the market.

✔ And the ease of entry into (and exit from) the
market



What is conduct?

✔ Refers to the behaviour (actions) of firms in a
market; the decisions they make and also the way
in which these decisions are taken.



What is meant by performance?

✔ Do the firms enhance economic welfare?

✔ Are they being productively efficient, avoiding
wasteful use of available factors?

✔ Are they being allocatively efficient in producing
the right goods in the right quantities?

✔ How effective are they in enhancing employment
and economic growth?



BASIC
CONDITIONS

STRUCTURE

CONDUCT

PERFORMANCE

Figure 1: The Traditional Structure -
Conduct - Performance Approach



BASIC CONDITIONS
Resources
Technology
Economies of scale
Demand
Regulation

STRUCTURE
Number of Firms
Size of Firms
Entry Conditions

CONDUCT
Pricing
Investment
Technical Change
Advertising and
Marketing
Acquisition
Lobbying

PERFORMANCE
Profits
Trade Balance
Jobs
Market Share

Figure 2
The S-C-P Paradigm. A more

complex view



Other Perspectives  of Industry

✔ Behaviourists

✔ New IO

✔ UCLA Chicago School

✔ Contestable Markets

✔ Austrian View



Have you covered the learning
outcomes?
✔ Consider the following (without reference

to the paper)
• What is meant by the term industrial economics?

• What is the Herfindahl-Hirschmann Index of
concentration and how does it compare with the n-
firm concentration ratio?

• What factors should we take into account when
defining an industry?

• Briefly (less than 100 words) consider whether a
particular structure leads to a certain performance or
is more complex than that?
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