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|ntroduction 3 h ean leaders worried that Europe
Market size matters. From the early da}‘JS O mpegrazl(;ﬁij:xg It);o the USA and Japan — and that
had a problem of ‘too many, t0o small’ markets — especia 20 compete on the world market. Thus one of
this shortcoming made it hard for European manuffacyurers tion was to achieve a market as large as the
the key economic rationales for European ecoanlc integra 11(_) f was that unifying European economies
USA’s by integrating European nations economically. The belie - Buropean firms more ¢ fficient and
would — by allowing European firms access to a bigger market — ma e i eness in external markets
this. in turn, would allow them to lower prices, raise quality and gain competl et IS0 G GO
As i’t turns out, this is absolutely true, but understanding why requires a very diffe

than we have covered hereto.

This chapter explores the economic logic of how European :
operating atpa morepefﬁcient scale and facing more effective competition. The EU pohcg resll)l;)nses tto ‘th.ese
changes — notably the enforcement of rules that prohibit unfair subsidization of firms and rules res r1.ctmg
anti-competitive behaviour — are studied in Chapter 11. In the EU, such policies are called, respectively,
‘state aids’ policy and ‘competition policy’.

integration can lead to fewer, larger firms

6.1 Liberalization, defragmentation and industrial restructuring: logic and facts

Before turning to more structured economic logic organized around diagrams, it is helpful to start with
a ‘word picture’, or plain-language explanation of the logic that links European integration to industrial
restructuring before presenting some facts on mergers and acquisitions (M&As) and the effects on
competition. Plain language is often not enough in economics since the logical interconnections and
interactions that take place in markets tend to defy the linearity of language. To really understand these,
diagrams are needed, but it helps to start with words alone.

Europe’s national markets are separated by a whole host of barriers. These included tariffs and quotas
until the Common Market was completed ’in 1968 and tariffs between the EEC and EFTA until the EEC—
EFTA free trade agreements were signed in 1974. Y.et, even though intra-EU trade has been duty free for
more Fhan three% decades,.trade ampng Egropean r}atlon's Isnot as free as it is within any given nation. Many
technical, physical and fiscal barriers still make it easier for companies to sell in their local market than
in other EU markets. While most of these barriers seem trivial or even silly when considered in isolation
the confluence of thousands of seemingly small barriers serves to substantially restrict intra-EU trad A;
a result, EU firms can often be dominant in their home market while being marginal 5 : g
markets (think of the European car market). ginal players in other EU

This situation, known as market fragmentation, reduces co iti : L
keeps too many firms in business. Keeping firms in business irslr)\itgtlgp ,C‘(’,Vul}l Db P, r.aises pricesiand
problem is that it results in an industrial structure marked by too ma’ng T S.e’ a bad thing in itself. The
away with charging high prices to cover the cost of their inefficiency. Owi sclent small firms that can get
poor and/or low-quality services and goods may also accompany th hi 119 to the absence of competition,

teleghone service before liberalization). Y #he high prices (think of the European
: earing down these intra-EU barriers defra men:

pro-c_ompetitive effect’, in turn, puts pressuregon p:i);i};: g;ag kt(;ts A prc’)duces extra competition. This
That is, the pro-competitive effect squeezes the least efficiont fi € market’s response is ‘merger mania’.

whereby Europe’ ' NS, promptj i : :
industrial stracture, o pe e METge oF are bought out. Ultimately, Burone he L QUStHial restructuring
it oy ewer, bigger, more efficient firms compei... Pe 1S left with a more efficient

ial well-being for Europeans 1112@21\1% mO;elleff%tively Nosganomer:
b Ices fall ang output ri
ises. In some

the steps can be summari :
— industrial restry arized as: liberalization s

; Wwas just pr ¢ ]
cturing. The resylf i i defra : presented informally:
from one another. sultis fewer, bigger, more efficient firErJanlefgta'ltl0n — Pro-competitive effect
¢Ing more effectiy iti
e competition



Figure 6.1 Price—cost margins for French industry, 1986-2004
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Econometric evidence from Allen et al. (1998a, 1999b) suggests that the Single Market Programme
reduced price—cost margins by 4 per cent onaverage, inline with the estimate for France. This impact varied
from quite high, for example —15 per cent in the office machinery sector, to quite small, for example —.0.1
per cent in brewing. It is noteworthy that m the auto sectf)r — a sector that was granted a bloc exemption
from the Single Market Programme — the price-cost margin actually rose. .

dy, Badinger (2007), used data on 10 EU Member Stat'es over the period 198_1—99 for ea.ch

Another‘ St‘? pk roups (manufacturing, construction and services) and 18 more detailed industries
tymeraio lndUStII;yUS’Js Single Market Programme reduced firms’ price-cost mark-ups, that is, had a
Nt Whe't }‘Ier bs He found mark-up reductions for aggregate manufacturing and construction. In
Ic)zo;cror:petlnleugifkelg'/e risen in most service industries since the early 1990s. He suggests that this latter

ntrast, mark-

findin nfi the weak state of the Single Market for services and suggests that anti-competitive defence
Inding confirms e ;

- i ce industries. '
Hadieshavacmene) & I;Hjafegl()OQ) found evidence of a pro-competitive effect from economic
i Morg recel.ltly, Qhen : atéd data for EU manufacturing over the period 1989-99. Theg found
llﬁtegratlon ity ) 3 lsar?gtl;(;%ion has a strong competitive effect, with prices and mark-ups falling and
that foreign import pe
EEEdncoviymisig: isi hich started in September 2008, had a massively negative impact

Inferestinglyjshe Global Cns;[s;e;t‘:ic work by Weche and Wambach (2018) shows. The mark-ups have
O gpeanimar G uns e till below the levels they were in 2007. The same authors show that the

rec ince the crisis but are S : < ability of firms.
evO?:fiZidosf'usark_ups matches the evolution of profitability of firms
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6.2 The BE-COMP diagram in a closed economy

o the nu A ,
; g i d efficiency, ined. The presentation
- i ation on firm size an v re determined.
T Piurotl:ean mtdi%ram in which all of these things a
i it i ful to have a
and the like, it 1S use

i f business. To keep
i irst order O :
I tually consists of three sub-diagrams, 1S the. ; S AT e
A : il
of this diagram, which actu

mber of firms, prices, outpu

_The diagram 1
things simple, we begin with the case of a closed econ(l)gr(r)l)g( 9
originally used by Nobel Laureate Paul Krugman (see

Box 6.1 Paul Krugman (1953-)

] Krugman introduced
Building on the work of _John Nash, tﬁf;ls papCRsonS
imperfect competition and increasing Ie R A
thforg. This introduction profoundly chapge e
international trade, so much so that the litera s
called the ‘new trade theory’ (even though Krugm
S t’i“lllsen}BIEWngMP diagram, which is inspired by a diagr}a:im t(l)ﬁ(t
Krugman called the PP-CC diagram, is mos.t closely relat'(;d Itiocc)ls u:vn %
with James Brander, a professor at the University of Britis

(Brander and Krugman, 1983), which focuses on imperfect competition
as a cause of trade.

tPhoto: M.Olsson, Copyright © Nobel Media AB (2008) Nobelprize.org.

s,

The heart of the BEZCOMP diagram is the sub-diagram in which the number of firms and the profit-
maximizing price—cost margin are determined. As usual, the equilibrium will be the intersection of two
curves, the BE curve and the COMP curve. We start by presenti

ng the COMP curve.
6.2.1 The COMPcurve

It is easy to understand that imperfectly competitiye f_irms charge a price that exceeds their marginal cost;
they do so in order to maximize profit. But how wide is the gap between price and marginal cost, and how
does it vary with the number of competitors? These questions are answered by the O s )

If there is only one firm, the price-cost gap — what we call the ‘mark-up’ of price over mar .inaI cost -
will equal the mark-up that a monopolist would charge. But how much would g onopolist char % B more
specifically, how much more would a monopolist chay of producin an extr 4 it (i.e. the

ist involves e g an extra unit (i.e.

imple trade-off. If the monopolist
tmeans a higher rofit i AR e
price increases the price—cost gap), but few units sold. There ig 5 gainpon Onlée}faurst }S'Old (%mce }ra15111glltllit
sold) and a loss on the other hand (fewer units sold). The Monopolist balane tlll (higher profl‘ts perf e
in choosing the most profitable price. S these two offsetting effe

raises the price, customers will buy fewer units, Tha

Several deep aspects of imperfect, competition
critical difference between perfect and imperfect ¢o
perfectly competitive firms are assumed (o take
wheat farmer who cannot set his own price; he

firms are assumed to be ignorant of (he fact (

E?mf' Phrough even in the onopoly case. First, the
AR [')‘e 11.10}\ comes oyt Clearly. Ag part of the definitiom,
€ the price of their output
Just sells at (he
. ; 3 h

o ®cur etprice). This means that suc
o g more wiy depress the market pri At

amount, Where Price e b

down'to Marginal cogt quals marging) cost. Since all the
M other firmygo - What changes when the firm is 10

g the same, price gets drive
ather faces competition freo
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to revisit the fundamental trade-off facing an imperfectly competitive firm. On the upside (for the firm), a
higher price means higher profits per unit sold. On the downside for the firm, the higher price means lower
sales. When the firm is g monopolist, the ‘lower sales’ part comes only from the demand curve sloping
downwards. When the firm faces competitors, the ‘lower sales’ part also includes sales lost to competitors.
Or to put it differently, when a firm faces competition, the downside of raising prices is worse, so the firm
will optimally choose a lower price. What is more, the more competitors the firm faces the steeper is the
loss of sales to competitors, thus the lower the price chosen by the firm. We can also phrase this in terms of
price-cost mark-ups so it fits into the COMP diagram.

If there are more firms competing in the market, competition will force each firm to charge a lgwer
mark-up. We summarize this ‘competition-side’ relationship between the mark-up and the number of firms
as the ‘COMP curve’ shown in Figure 6.2. It is downward-sloping since competition drives the mark-up
down as the number of competitors rises, as explained above. We denote the mark-up with the Gr(—'zek letter
H, pronounced mu, since ‘mu’ is an abbreviation for mark-up. We call it the COMP curve since the size of the
mark-up is an indicator of how competitive the market is.

Figure 6.2 The COMP and BE curves
Mark-up ()

Mmono |---—

Mduo |- _4___

BE (break-even) curve

COMP
curve

Number
of firms

; i inal cost may suffice for some readers, extra
Whil is intuiti : tion between price and margina : - o1 .
i h e dtll)lmvigi(c)lr;?m?cg the derivation of the COMP curve in more detail. This is done in the Annex.
Insight is gained by co

6.2.2 The break-even (BE) curve

i ized by the BE curve.
i are related in another way, summarize L :
The mark-up and I.lumber o tf)mirllfcreasing returns to scale, there is room for only a certain number of flf'ms
When a sector is mar-kedlntguiti vely, more firms will be able to survive if the price is far above marginal
size. J

in a market of a given is high. The curve that captures this relationship is called the ‘break-even curve’,
-up 1s s

cost, that is, if the mark

LN
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; ince more firms can breaj
itive slope sInc |
Figure 6.2. It ha; 352:1given, the BE curve shows the Numbey
taking the mark-

i tory.
f setting up a fac .
E;!f’ tlhlf?iggsfto(; many readers, but might well rajse
S

ons are addressed in the Annex.

or zero-profit curve (BE curve, for s.hort) ;n
even when the mark-up is high. That is to S gf,.xed ot
of firms that can earn enough to clover their B}E s ,wi

Again, this intuitive presentation of the e
questions in the minds of more advanced readers.

6.2.3 Equilibrium prices, output and firm size e e
It is important to note that firms are not always on the BE cur L the e,

i n enter or exi .
below-normal profits for a while. In the long run, however, firms ca e SRR contrast, firm,
of firms rises or falls until the typical firm earns just enough to ¢

‘ i in response to any change in the
are always on the COMP curve since firms can change prices quickly in resp

number of firms. e of firms, price and firm

With this in mind, we are ready to work out the equilibrium mark—up, DUEE‘ZE B S OND
size in a closed economy using Figure 6.3. The right-hand panel combines e o ST
curve. The intersection of the two defines the equilibrium mark-up and 101/1g-r Gt r;lum AT firms. oite
specifically, the COMP curve tells us that firms would charge a mark-up of p’ when t ?r 2 ' Th ilibri
market, and the BE curve tells us that 7’ firms could break even when the mark-up L eiequ lUn_um
price is — by definition of the mark-up — just the equilibrium mark-up plus the marginal C,OSt, MC. Using
the MC curve from the left-hand panel, we see that the equilibrium price is p’ (this equals pIU.S M O). The
middle panel shows the demand curve and this allows us to see that the total level of consumption implied
by the equilibrium price is C'.

Figure 6.3 Prices, output and equilibrium firm size in a closed economy

Home market
Euros Price Mark-up

Demand curve

COMP
,\
2 Number
of firms

at i ]
oS Her firm, which we denote

cquals aveical firm. As 4 little bit of
W that togg) prof-I age cost (When price equals
1M size g g o i are zero at the equilibrium
SInce thig jq Where the firm'’s size

b 1
igv?;f firms, Mark-up, price, total
Teady ¢ study how European
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The impact of European liberalization

6.3 The impact of European liberalization

European integration has involved a gradual reduction of trade barriers. The basic economic effects
of thlS- grgdual reduction can, however, be illustrated more simply by considering a much more drastic
1iperahzgt10n — taking a completely closed economy and making it a completely open economy. To keep
things simple, we suppose that there are only two nations, Home and Foreign, and that these nations are

identical. Since they are identical, we could trace through the effects looking at either market, but we focus
on Home’s market for convenience.

6.3.1 No-trade-to-free-trade liberalization

The immediate impact of the no-trade-to-free-trade liberalization is to provide each firm with a second

market of the same size and to double the number of competitors in each market. How does this change
the outcome?

The competition aspect of the liberalization is simple to trace out. The increased number of competitors
in each market makes competition tougher. In reaction, the typical firm will lower its mark-up in each
market to point A in Figure 6.4.

Figure 6.4 Prices, output and equilibrium firm size with integration

Home market
Euros Price Mark-up

Demand curve

BEgt

COoMP

nitnab2nt Number
of firms

: Total sales
x’ x" Sales per firm

: i firm also has an important effect. The liberalization adds

DA market s'ltzre;lfzicel;geiaszhthat more firms will be able to survive. To see how many
LG I o i s i< out the impact of the liberalization on the BE curve. As it turns ou_t, f.he
LT GG to the right, specifically to BEjy, as shown in the diagram. Why? Shifting
liberalization shifts the BE curve iven mark-up more firms can break even. This is true since as the ma.rket
Iy meansl that;tf?:rg ?;crease thus providing a higher operating profit per firm at any given
size increases the sales p :
level of mark-up. 1 i ithout difficulty. If there were no changes in the mark-up

The size of tl;‘e rightward Shlft = (:)(;tf irgnxilgfedtlv\?sufor the moment), then double the number of firms could
(there will be in the new ?thblslu;nl;e selling the same number of units. In other 'wo€ds, the new BEf (;1.1rve
break even since each fm wo od ‘1’ in the diagram; at point 1, the .Inark-l'lp is |, the_ number (; utn;s
S L pOIIII;: xcombination of pand n would result in all firms breaking even. Foint 1,
is 2n/, and logic tells us t
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. far out the BE curve s (It is ng
I is merely an intellectual landmark used to determiné how 10f
owever,

e : ark-up would immediately be Pusheq
where the economy would be right after liberalization since the m l
WILLO LA i : own the mark-up to s, the two ney,
% Becagge the increase in competition wguld 1mrr.1ed1altelg &ts?gg curve. We know that all firms wil] l)i
integrated markets will initially be at a point gt ls-b(f O:V than what would be needed to have all 2n’ firmg
losing money at point A since the actual mark-up (HA)' 1s les v lios e firms need only to break evep i
break even. Now, this loss of profit is not a problem i t e (})1 rocess of industrial restructuring that wj
the long run. Indeed, the profit losses are what would trigger the p
eventually reduce the number of firms. ; ; rom E'to A a
The cgrresponding effect on prices is shown in the middle diagram as the move i H | it
s : . the demand curve for Home only, so the
to E”. Before explaining this, observe that the middle panel shows O o
no-trade-to-free-trade liberalization does not shift the demand curve. The F orelg sk a
demand, but since exactly the same thing goes on in Foreign, we omit the Foreign ae uce
the diagram’s complexity. : ;

As mentioned above, the initial impact of the extra competition (2n’ firms selling to t.he Iic.)m'eénark'et
instead of n’) pushes the equilibrium mark-up down to 14, so the price falls to py. Thus duer this Industria]
restructuring phase, the price would rise to p” (from p,), but this rise does not take the price all the way
back to its pre-liberalization level of p'. )

The impact of this combination of extra competition and industrial restructuring on a typical
firm is shown in the left-hand panel. As prices are falling, firms that remain in the market increase their
efficiency — that is, lower their average costs — by spreading their fixed cost over a larger number of sales.
Indeed, since price equalled average cost before the liberalization and in the long run after liberalization,
we know that the price drop is exactly equal to the efficiency gain. In the left-hand panel, this is shown asa
move from E’ to E”. Increasing returns to scale are the root of this efficiency gain. As the equilibrium scale
of a typical firm rises from &’ to 2", average costs fall.

To summarize, the no-trade-to-free-trade liberalization results in fewer, larger firms. The resulting scale
economies lower average cost and thus make these firms more efficient. The extra competition ensures that
these savings are passed on to lower prices. It is useful to think of the integration as leading to two steps.

Step 1. Short term: defragmentation and the pro-competitive effect (from E’ to A)

We start with the short-term impact, that is to say the impact before the number of firms can adjust. Before
the liberalization, each market was extremely fragmented in the sense that firms in each n;]lti Oil had a
local market share of 1/n’ and a zero share in the other market. After the liberalization. th ket share
of each firm is the same in each market, namely, n’/2. This elimination of market fr y UNE EIE e ‘1-0_
competitive effect, which is defined as a decrease in the price—cost mark Bomaesion fias AP

. 7 -up. T iS i 1 1 i e
panel of Figure 6.4 as a move from E’ to A. The short-term impact on pI‘iIC)esl;Sés shown in the rlght' h’:lﬁ(;
middle panel as a drop from p’ to p,. nd sales can be seen in

Step 2. Long term: industrial restructuring and scale effects (from A
Point A is not a long-term equilibrium since the operatin
cover the fixed cost. We see this by noting that point A is below the BE -

' fi cur ark-
ot o oo o e, Tt o e et e
in some cases the number of firmé is reduclzed’ b SRS t}; pically occurs via mergel,'s 21i1d buy-outs, bW
economy moves from point A to point £ A58, .AS this industrial consolidation occurs, the
up rises somewhat and profitability is re €88, firms enlarge their market shares, the mark-

to E7)

Y bankrupt
- During this proc
stored,

Welfare effects

The w;ﬂfare effects of this liberalizati
anfl E” in the middle panel of Fj



The impact of European liberalization

Figure 6.5 Welfare effects

Home market
Eor Price Mark-up

Demand curve

BEgt

COMP

MC
Number
of firms
EXE Sales C’ Total sales
per firm

As it turns out, this four-sided region labelled A in Figure 6.5 is Home’s long-term welfare gain because
there is no offsetting loss to producers and there was no tariff revenue to begin with. Firms made zero
profits before liberalization and they earn zero profits after liberalization. Note, however, that this long-
term calculation ignores the medium-term adjustment costs. These costs, which stem from the industrial
restructuring, can be politically very important. Indeed, many governments attempt to thwart the
restructuring by adopting a variety of policies such as industrial subsidies and various anti-merger and
anti-acquisition policies (discussed further in C.hapter 11). We should. al.so note that the welfare gains
shown can be rather substantial. Roughly spgakmg, the percentage gain in real GDP equals the share of
the economy affected (industry in the EU, for instance, accounts for about 30 per cent of output) times the

percentage drop in price.

justments

? 32 SIOW and fas::laasdsjhown that the integration initially leads to big price reductions and large profit

o disaussion abc.we are eliminated as the number of firms falls and profits are restored to normal
iosses. The‘se prc_)fl't ?j:;sial restructuring process, prices ri.se slightly. This seql.lence o.f steps — sometime?s
evels. Duﬂng this in S o industry ‘shake-out’ — is relevant to some industries, for example air
called industry ‘Cons?hd_atlori. tion has resulted in large profit losses for many European airlines and
tr.avel_. ST Eul.rope it ers. At first, airlines were reluctant to merge — largely because most
b?g.pnce reductions cox conSUf(;l an(li their governments were willing to use taxpayer euros to cover the
airlines were government-owne European airlines are rationalizing their costs by forming cooperative
loshses, e however:D ¢ of firms has not yet fallen, the number of planes flying a particular
alliances. While the actual num (‘aoefore the two firms went bankrupt, cooperation between Swiss Air
route is reduced. For gxample, ¢ having two planes flying the Geneva-Brussels route (one Swiss Air and
ii)nd gal};ena meant that, ;nrslteeggvs Nevertheless, Swiss Air called it a Swiss Air flight and Sabena called it a

ne Sabena), only one pla. ¥

hieving scale economies without actually
A e ngements are a way of ac :
Sébgna IRt Suc ‘COde—Sh'arlnIg\tzizzti?\glg, both airlines eventually went bankrupt b.ut. the Swiss and
ellmmat'mg 2, patons carrler: to create replacement airlines, Swiss and SN Brussels Airlines.

Belgian governments stepped oy te theincreased competition and undertake the mergers and acquisitions
Inother industries, firms anticip# European banking is an example. The introduction of the euro and

quickly enough to avoid big 10SS€s:
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will have to become fewer ang

ean banks . e
: he banking sector mean Y B rofit losses tO become intolerable, bapg
continuing liberalization Ede tead of waiting forp s. In terms of Figure 6.5, this would |o,
nsS.

ins
bigger in order to break even. Howe.ver, s
have launched a record-breaking series O

Jike a move from E’ directly to E”.

gers and acquisitio

6.3.3 Empirical evidence

There is ample empirical evidence th
since the Single Market Programme.
consolidation was caused by marke
obvious explanation. More direct evidencel
in Campbell and Hopenhayn (2002). The au
firms in retail-trade industries across 225 US cities. I
in larger cities. The authors conclude that their res
larger markets and this accounts for the link between f

X fewer, bigger, more efficient firpg
at Buropean industry lissrggz?gfgr?it evidence in Eu}“Ope thcftt industr
Unfortunfdtely, TR h this is what most economl.st‘s believe is the
t integrat.lon, althoug oth efficiency and competition .can be founq
inking market 51.ze o market size On the size distribution of
thors study the lmI:j ustry examined, establishments were largey
r;li;,z?plgOH the notion that competition is tougher ip

irm size and market s1Z€.

6.4 Summary

Three main points have been made in this chapter:

1 One very obvious impact of European integration has been to face individual European firms with a
bigger ‘home’ market. This produces a chain reaction that leads to fewer, bigger, more efficient firms
that face more effective competition from one another. Understanding the economic logic driving this
chain reaction is the main goal of this chapter. This logic can be summarized as follows. Integration
defragments Europe’s markets in the sense that it removes the privileged position of national firms in
their national markets. As a result, all firms face more competition from other firms in their national
market, but at the same time they have better access to the other EU markets. This general increase
2 girgp;tﬁgﬁ ;;t;lizmiﬁiﬁ;es;ﬁz Zzszrll)ce;vc}(:is(,:thn;irkgupsi, prices and p'rofits.. The profit squeeze
lower prices and lower number c,)f firms mea!rJ\s that thee 8 mlm_ber e S LA o

average firm gets larger and this, in turn,

allows firms to better exploit economies of scale. This effici i i
! ciency inc urn i i
break even despite the lower prices. s s L i ST 0

2 The industrial restructuring is often politicall i i i
CeAehiis Yy painful since it f ;
Flosurg o,f mefﬁ.ment' plantg Governments very often attempt to ol;efg“lelte ?}tllg res.u.lts 0 l-ag offs and the
state aid’ to their national firms. Such state aid can be viewed as unfair andst}? olitical pain by providing
f € perception of unfairness
m‘;01§ Fhese problems, the founders of
11.

the EU established rules that prohibited state aid that distort.er(‘:O >
(o)

with enforcing these rules. These rules are covered in Chapte
3 Industrial restructuring raises another S

increase. To avoid this, the EU has stri
0 ctrules on antj. AL
%Iglsure that they will enhance efficiency. Again the 2 Competnwe
ese rules are also covered in Chapter 11 : onumission j

Spliéllctices. It also screens mergers t0
charged with enforcing these rules.
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2 Use a three-panel diagram, like Figure 6.3
size would change in .

curve shifted out.

3 Using your findings from Question
free-trade integration between a lar
the demand curve (the demand cur
for the small nation). To do this, y
type to show the pre-integration s
to show what happens to prices,
Note that you will want to show
all firms have the same margin
affects firms in small nations ve

, to show how the number of firms, mark-up and firm

a closed €conomy if the demand for the particular good rose, i.e. the demand

2, you should be able to consider the impact of a no-trade-to-
ge and a small nation, where size is defined by the position of
ve in the large nation will be further out than the demand curve
ou will need two of the three-panel diagrams of the Figure 6.3
ituation. Then use a three-panel diagram of the Figure 6.4 type
firm size and the number of firms in the integrated economy.
both demand curves in the middle panel. As usual, assume that
al cost. What does this analysis tell you about how integration
. rsus large nations?

Consider a sequence of EU ‘enlargements’ where each enlargement involves a no-trade-to-free-
trade a(ildition of one more member, Specifically, suppose there are three initially identical
economies, each of which looks like the one described in Section 6.2. Initially, all nations are
closed to trade. Now consider a no-trade-to-free-trade integration between two of the nations (just
as in Section 6.3.1). Then consider a no-trade-to-free-trade integration of a third nation. (Hint: The
second step will be very much like the integration between unequal-sized economies explored
in Question 3.) Calculate how much the third nation gains from joining and compare it to how
much the existing two-nation bloc gains from the third nation’s membership. Who gains more in
k proportion to size: the ‘incumbents’ or the ‘entrants’? J

Essay questions

1 When the Single Market Programme was launched in the mid-1980s, European leaders asserted
that it would improve the competitiveness of European firms vis-a-vis US firms. Explain how one
can make sense of this assertion by extending the reasoning in this chapter.

9 Has the strategy of defragmenting Europe?’s markets -w.orked in the sense of promoting bigger,
more efficient firms facing more effective competition? Choose an }Ildustrg, for gxample
telecoms. chemicals, pharmaceuticals or a.utos, anq compare the evolution of the EU industry

ef}f(t)h t70f the USA or Japan. You can find information on these and many more industries on the
VCV;mmiZSion website: https://ec.europa-el?/gr OWth/seCtof s_‘en. _ , ' _
bers allow their companies to engage In antl-.takeover. practices. Discuss how

8 Some EU m,em bers’ laws concerning these practices might be viewed as unfair when EU
g\igfertenci(;sbll;i f;tgirsnform ed by a wave of mergers and acquisitions.

ustry

i t played in the economic case for
3 b hat the scale economies argumen
4 Describe the historical 1o Start with the Spaak Report and the Cockfield Report, Completing

deeper European integration. 298
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Annex: Details on the COMP and BE curves

A6.1 COMP curve in detajl

To study the logic of European inte
framework that allows for imperfe
— assumed a knowledge of simple
starting with the simplest forms of i

The simplest imperfect competi
monopoly case is easy because it a
can choose how much to sel] and
The only restraint a monopolist fa

gration’s impact on scale and competition we need a simple yet flexible
C.t competition. The framework we employed — the BE-COMP diagram
Imperfect competition models. Here we provide a brief introduction,
I_“Perfect competition — monopoly, duopoly and oligopoly.
tion problem is the decision faced by a firm that has a monopoly. The
Vvoids strategic interactions. When a firm is the only seller of a product, it
what price to charge, without considering the reaction of other suppliers.
i cesis the demand curve. A downward-sloping demand curve is a constraint
because it fgrces the monopolist to confront a trade-off between price and sales; higher prices mean lower
sales. The first step in this direction is to see what determines a monopolist’s prices and sales in a closed
economy. The natural question then is: ‘What is the profit-maximizing level of sales for the monopolist?’
An excellent way to proceed is to make a guess at the optimal level, say, @ in the left-hand panel of
Figure A6.1. Almost surely this initial guess will be wrong, but what we want to know is whether @’ is too
low or too high. To this end, we calculate the profit earned when @’ units are sold at the highest obtainable
price, namely, P’. The answer is A + B, since the total value of sales is price times quantity (area A + B + C)
minus cost (area C).

Figure A6.1 Monopoly profit maximization shown graphically

Price Price
| ISR px [FESEEER\ -
L =
i ! Marginal
B ' D | Demand revenue Demand
| : curve curve curve
1 )
: | Marginal , Marginal
_—/_—_‘_’—J———_——
i : cost curve R cost curve
|
OI' o +1 Sales * Sales

firm sold an extra unit? Of course, to sell the extra unit, the firm will

ﬂ}fe ’ hange in profit equals the change in revenue minus the change in
e z’II‘hgls has two parts. Selling the extra unit brings in extra revenue
rtei‘tle;gs.depresses the price received for ‘all un_its sold initiz,illg (10wering
(represented by areas D + E), bu A). The net change in revenue — called ‘marginal rever_lue for shorif —is
Tevenue by an amount equal to area )ri!he change in cost — called marginal cost for sh.ort.— is area E. Pla.uplg,
given by the areas D + E minus area A E - A) exceeds the extra cost E, that is, if D — A is positive.

D + : 3 3 :
profit increases only if the extra revenl;:ix(re 50 marginal revenue is less than marginal cost at @’ + hi :hls L
As it is drawn, D — A appears toé’:v I;el?ld 10“; er profits, so the initial guess of Q' turned out to be too high. g

B
Mmeans that raising output froft ' ';‘}

Would profits rise or fa‘ll if
have to let its price fall a bit to
cost. Consider first the change 1
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: ;s L ethod, we would c01'1s'1der a lower ( juess,

v ’fmd i f rOf'itt-marT(iin;ieZh;gtli;\]?;lrscﬁgdltgrlz t;;)li?erzid:é:/re.mm the profit—r;ls)(i)irrrgzlcl}g dlSC:(ul{ SIZ 1 l( r: Ji LI] ; ;

::\gzzrgxenj}llggsequl;?; Isr;aarginalpcost. This level must be .optimal smcte ;I;!i;ntir:l? ¢ Uarte twhile decreasing
lower profit. Increasing sales beyond this point will increase cosf.t

sales would lower revenue more than cost. Both woulq reduce prg ld- s

The right-hand panel of Figure A6.1 shows an easier way to mh marginal revenue curve. This shows
equals marginal cost. The diagram includes a new curve, called the

A from the left-hand panel gets very small for low levels of salgs. e el sales, and this is P*
revenue just equals marginal cost. The firm charges the most it can
These are the profit-maximizing levels of sales and price.

The next step is to consider how the profit-maximizing mar
firms increases. To keep the reasoning concrete, consider an increas
to two firms (the duopoly case). 1

The solid lines in the left-hand panel of Figure A6.2 show the usua . T
demand curve marked as D and thg marginal ng/enue curve marked as MR. The profit-maximizing output,
Tmono, 1S indicated by the point A, that is, the intersection of marginal cost (mark‘ed as MC in the diagram)
and marginal revenue (marked as MR in the diagram). The firm charges the most it can for/the level of sales
amono, that s, p’. The price-marginal cost mark-up (called the mark-up for short) equals p’— MC, as shown.
We can also see the size of operating profit (i.e. profit without considering fixed cost) in the diagram since
it is, by definition, just the monopolist mark-up times the monopoly level of sales Zyono- In the diagram, this
is shown by the area of the box marked by the points p’, A’, A and MC.

When a second firm competes in this market, we have a duopoly rather than a monopoly. To solve this,
we adopt the standard ‘Cournot-Nash’ approach of assuming that each firm takes as given the output of the
other firm(s). Practically speaking, this means that each firm acts as if it were a monopolist on the ‘residual

oint at which marginal revenye

k-up changes when the number of
e from one firm (the monopoly case)

problem for a monopolist, with the

Figure A6.2 Impact of more firms on prices and price—cost mark-ups

Price Veriears
o . e e
p// o e e N S N e s
i
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b |
1
 ouopoly sl !
= pOIy I
mark-up T E :
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: i cost Curve \_/
| E n=1 Number of firms
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o ginal cost curve; again, firms charge the highest
o ontioAlAaar o] , hamely, p”. In drawing the diagram, we have supposed that the two
gmal cost curves (for simplicity), so the outcome of the competition will be that

each firm sells an equal amount, Yoy '
y 3 . can verify th 45 i
result if two times .. were sold. Y that p”is the price that the full demand curve, D, says would

The net result of adding an additiona
equilibrium mark-up. We alsg note that
the sum of sales of the two competing fir
more firms lowers each firm’s operating
operating profit is the duopoly mark-up

Here we have looked only at the swi
add in more firms would produce a sim

1 firm is that the price drops from p’ to p” and thus lowers the
more competition lowers the level of sales per firm, although
ms exceeds the sales of a monopolist. Finally, note that adding in
profit since it reduces the mark-up and sales per firm. The duopoly
times x,,; this is shown by the area p”, B’, B, MC in the diagram.
tch from one to two firms, but it should be clear that continuing to
i 7 ilar result. As the number of firms rose, the residual demand curve
.facmg each firm would shift inwards, resulting in a lower price, lower level of output per firm and, most
importantly, a lower price—cost margin, that is, a lower mark-up. In the extreme, an infinite number of firms
would push the price down to marginal cost, eliminating the price-cost margin and all operating profits;
each firm would be infinitely small (this is why perfectly competitive firms are sometimes called atomistic).

A6.2 BE curve in detail

While the positive link between mark-up and the break-even number of firms is quite intuitive, it is useful
to study the relationship more closely. To keep the reasoning as easy as possible, we consider the simplest
form of increasing returns to scale, namely, a situation in which the typical firm faces a flat marginal cost
curve and a fixed cost of operating. The fixed cost could represent, for example, the cost of building a
factory, establishing a brand name, training workers, and so on.

This combination of fixed cost and flat marginal cost implies increasing returns since the typical firm’s
average cost falls as its scale of production rises, as shown in the left-hand panel of Figure A6.3.

Figure A6.3 The BE curve in detail

Home market
Mark-up
Euros Price (i.e. p — MC)

Demand curve BE
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it must earn enough on its sales to cover its fixed cost. The
fit’, and this is simply the mark-up times the level of
] cost) is €200 and each firm sells 20,000 units,
simple connection between the mark-
f firms that can break even at

If a firm is to survive in this situation,
amount it earns on sales is called its ‘operating pro
sales. For example, if the mark-up (i.e. price minus margina
the operating profit per firm will be €4 million. As we shall see, this
up, sales and operating profit makes it quite easy to figure out the number O
any given mark-up.

Since all firms are identical in this example, a given m
specifically, it will equal the mark-up plus marginal cost. For ex
then the price will be p, = |y + MC. At this price, the demand ¢
be C,. Finally, we again use the symmetry of firms to work out t
sales divided by the number of firms, which, in symbols, is Co/1. T
when the mark-up is iy, we turn to the left-hand panel in the diagram.
able to see that a firm will make zero total profit (i.e. operating profit plus the fixed cost) when its average
cost exactly equals the price. Using the average cost curve, marked as ACin the left-hand panel, we see that
the typical firm’s average cost equals price when the sales of the typical firm equal x,. Because we know
that sales per firm will be Cy/n, we can work out the number of firms where the sales per firm just equal x;,.
In sgmbgls, the break-even number of firms, call this g, is where Cy/ng equals Xo.

: It is mstrugtive to consider what would happen if the mark-up were p, but there were more than n
firms, say , n/firms, in the market. In this case, the sales per firm would be lower than x,, namely, x’ = C, /n’O
so the typical firm’s average cost would be higher and this means that the average cc’)st of a t’ ical 2' ,
Woulq exceed the price. Plainly, such a situation is not sustainable since all the firms would be lo g'p b
(egrmng operating profits that were too low to allow them to cover their fixed cost). This aut N
pomtA in the left-hand panel of the diagram. The same point A can be shown in the 3 " hCase is shown by
combination of the mark-up p, and n’; we know that at this point firms are not r'l i El.nd.panel asithe
there would be a tendency for some firms to exit the industry. In the real COV(_ermg i LOsL.o0
form of mergers or bankruptcies. The opposite case of too few firms i V}‘I’()ﬂd Fhls R ptakesthe
panels as point B; here, firms’ average cost is below the price and so al? o b the right- and left-hand
operating profit exceeds the fixed cost). Such a situation would encour b makl.ng pure profits (i.e. their

age more firms to enter the market.

To work out all the points on the BE curve, we w

. ) ould go throu imi

1eve¥ of mark-up. The logic presented above, however, makes it cle ey RIS (0 GUETRY; (Ite
sloping BE curve. ar that the result would be an upward-

ark-up implies that the price will also be given;
ample, if the mark-up is Hyo as in Figure A6.3,
urve tells us that the level of total sales will
he level of sales per firm; this will be total
o see how many firms can break even
With a little thought, you should be





