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CHAPTER 6 Market size and scale effects 

Introduction . . European leaders worried that Europe 
f E ean mtegrat10n, 

Market size matters. From the early da~s o urop ciall compared to the USA and Japan - and that 
had a problem of 'too many, too small markets - espe y ete on the world market. Thus one of 

. E nufacturers to comp 
this shortcoming made it hard for uropean ma . to achieve a market as large as the 

· integrat10n was 
the key economic rationales for European economic . f that unif11ing European economies 

. . · ally The belle was l:1 • • 
USA's by integratmg European nations economic_ . k E opean firms more efficient and 
would - by allowing European firms access to a bigger market - ~a e ur t·t·veness in external markets. 

. . rt nd gain compe 1 1 
this, in turn, would allow them to lower pnces, raise q,~a i y a . a ver different type of economics 
As it turns out, this is absolutely true, but understanding why req,mres Y 

than we have covered hereto. . . 1 d to fewer larger firms 
This chapter explores the economic logic of how Eur~pean mte~~atwn can Uea olic resp~nses to these 

operating at a more efficient scale and facing more effective competitwn. The E P 9 d rul t . t· 
. . . b .di t· n of firms an es res nc mg changes - notably the enforcement of rules that prohibit unf arr su si za 10 . 

anti-competitive behaviour - are studied in Chapter 11. In the EU, such policies are called, respectively, 

'state aids' policy and 'competition policy'. 

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 acq,uisitions (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 q,uotas 
until the Common Market was completed in 1968 and tariffs between the EEC and EFTA until the EEC
EFI'A free trade agreements were signed in 1974. Y:t, e:en though intra-EU trade has been duty free for 
more than three decades, trade among European nat10ns is not as free as it is within ann mve t· M 

hni 1 h · 1 d f. 1 b • ill k . . ::1 ::1i n na 10n. an!J 
tee ca , p ysica an isca arners st ma e it easier for companies to sell m· th · 1 1 k t th . . . err oca mar e an 
mother EU markets. While most of these barriers seem trivial or even silln when •ct d. . . 

• • ::1 cons1 ere rn isolat10n, 
the confluence of thousands of seemmgly small barriers serves to substantially r t • t . 
a result, EU firms can often be dominant in their home market while being mar e_s :t mtra-~U trade. As 
markets (think of the European car market). gm players m other EU 

This situation, _kno':11 as ~arket fra~en~ation, reduces competition, which . . . 
keeps too many firms m busmess. Keepmg frrms in business is not f ' m turn, raises pnces and 
problem is that it results in an industrial structure marked by too ma~ 

0 
. co~s_e, a bad thing in itself. The 

away with charging high prices to cover the cost of their inefficienc <5 ~efficient small firms that can get 
poor and/or low-q,uality services and goods may also accompany ;h :mg to_the absence of competition, 
telephone service before liberalization). e igh pnces (think of the European 

Tearing down these intra-EU barriers defragments the ma k t 
'pro-competitive effect', in turn, puts pressure on profits ; ; sand produces e tra ompetition. This 
That is, the pro-competitive effect sq,ueezes the least efficiea~ ft 1e market's r spon is 'merger mania'. 
~~ereb_y Europe's weaker firms merge or are bought out &r rrms, prompting an industrial restructuring 
~ ut~?-al struc~re, with fewer, bigger, more efficient fir~s ;1at~~Y, Europ is left with a more efficient 
indus:ie;eans impr?ved material well-being for Europ ans n:pe m_g mor ff ctively with one another. 

on redund::::~~:;~;ay be ~cco~~anied by a siz able rean: :t:~~ s fall and output rises. In some 
change jobs). In other ind~s~~~:: ~nefflcient_pla~1t~ an_d offices (a painful o~~mployment, as firms cut back 
lower prices, higher sales and hi however, hbernhzation can unleash av::.. cess_ for workers who have to 

In the remainder of thi h g er employment. uous circle of more competition, 
Sc~ematically, the steps ca: ie :: w~ work ~hrough the logic of what . 
-+ mdustrial restructuring. The result i:nzed as: _liberalization ---+ defra en w~s Just presented inf ormallY• 
from one another. fewer, bigger, more efficient f:. f t~tion ---+ pro-competitive effect 

acmg more effective competition 



Liberalization defrag 
· mentation and i d . 1 n ustria restructuring: logic and facts 

6.1.1 Some evidence 
The Single Market Pro 

gramme was ph d . 
as more sectors have been . ase m between 1986 and 1992 a . 
The behaviour of Euro Integrated and more barriers (espe . 11 ' . nd ha~ contmued to deepen since 
fundamental impact of t~e~nt mark:ups during this period is th~~a e; m _s~rv1:es) have ?een eliminated. 

As the verbal 1 ~ m egration on competition pec1a y Important m revealing the 
exp anation made cl . 

effect and this can be measure ear, ~he cutting edge of the scale effects turns on . . 
the price-cost ratio sh . ~ by the pnce-cost ratio. A study of Fr h ~he pro-competitive 
of the S. 1 own m Figure 6 1 (Bell enc manufacturing data calculated 
T t )~g e Market Programme and it~ foll one ~t al., 2008). The authors calculate that implementation 

rea y owered the margin by 4 to 5 ow-up ~ the Economic and Monetary Union treaty (Maastricht 
percentage pomts. 

Figure 6.1 Price-cost mar . f 
gms or French industry, 1986-2004 
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Econometric evidence from Allen et al. (1998a, 1999b) suggests that the Single M k t Pr . . . . . ar e ogramme 
reduced pnce-cost margms by 4 per cent on average, m line with the estimate for Franc Thi . . . . . e. s Impact vaned 
from ouite high for example -15 per cent m the office machinery sector to rnm·te small f 1 0 '1, , • , '1, , or examp e - .1 
per cent in brewing It is noteworthy that m the auto sector - a sector that was granted a bl ti . . . oc exemp on 
from the Single Market Programme - the pnce-cost margm actually rose. 

Another study, Badinger (2007), used data on 10 EU Member States over the period 1981-99 for each 
of three major industry groups (manufacturing, construction and services) and 18 more detailed industries 
to test whether the EU's Single Market Programme reduced firms' price-cost mark-ups, that is, had a 
pro-competitive effect. He found mark-up reductions for aggregate manufactming and construction. In 
contrast, mark-ups have risen in most service industries since the early 1990s. He suggests that this latter 
finding confirms the weak state of the Single Market for services and suggests that anti-competitive defence 
strategies have emerged in EU service industries. 

More recently, Chen et al. (2009) found evidence of_ a pro-competitive effect from economic 
integration using disaggregated data for EU man~f~ctunng ov~r the_ period 1989-99. They found 
that foreign import penetration has a strong competitive effect, with pnces and mark-ups falling and 

productivity rising. . . . . . 
Interestingly, the Global Crisis, which started m September 2008, had a massively negative impact 

On E k S as econometric work by Weche and Wambach (2018) shows. The mark-ups have 
uropean mar -up , . 

rec d 
. th • •s but are still below the levels they were m 2007. The same authors show that the 

overe since e cnsi . . . . 
evolution of mark-ups matches the evolution of profitability of frrms. 
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CHAPTER 6 Market size and scale effects 

6 2 The BE- COMP diagram in a closed economy . . the number of firms, prices, output 
• . f. · e and efficiency, . Th • 

T tudy the impact of European integrat10n on rrm siz hin are determined. e presentation 
o s . hi h ll of these t gs • T 
nd the like it is useful to have a diagram m w c a . the first order of business. o keep 

a ' . hr b diagrams is . 
of this diagram, which actually consists of t ee su - e dia ram is an extensive elaborat10n of one 
things simple, we begin with the case of a closed economy· Th g 
originally used by Nobel Laureate Paul Krugman (see Box 6.1). 

Box 6.1 Paul Krugman (1953-) 
. . John Nash, Paul Krugman introduced 

Bmldmg on the work of . . to international trade 
imperfect competition and mcreasmg returns th. k f 
theory. This introduction profoundly changed the way wed _in ° 

h t th 1 ·terature he starte is now international trade so much so t a e i . 
called the 'new trade theory' ( even though Krugman did his early work 

on this in 1979!). . 
The BE-COMP diagram, which is inspired by a diagra~ that 

Krugman called the PP-CC diagram, is most closely related to his work 
with James Brander, a professor at the Unive~sity of British Columbia 
(Brander and Krugman, 1983), which focuses on imperfect competition 
as a cause of trade. 

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

~h~ ~eart ~f the BE-CO~P diagram is_ the sub-diagram in which the number of firms and the profit-
maXllllizmg pnce-cost margm are determmed. As usual the enuilibrium will be th · t t· f tw 

' '1, e 1n ersec 10n o o 
curves, the BE curve and the COMP curve. We start by presenting the COMP cur ve. 

6.2.1 The COMP curve 
It is easy to understand that imperfectly competitive firms charge a pri th . . 
they do so in order to maximize profit. But how wide is the gap betw ce . at exceeds therr margmal cost-
does it vary with the number of competitors? These q,uestions are a een price and marginal cost, and how 

If there is only one firm, the price-cost gap _ what we call th ,nswered by the COMP curve. 
-11 . e mark-up' of p · 

WI eq,ual the mark-up that a monopolist would charge. But how h nee over marginal cost -
specifically, how much more would a monopolist charge beyo d ~c Would a monopolist charge_ or more 
~rginal co~t)? The pricing decision for a monopolist involv:s a : cost ~f producing an extra unit (i.e. the 
ra1Ses the pnce, customers will buy fewer units. That me h" ery simple trade-off. If the monopolist 

. . h . ans a igher pr f"t 
pnce mcreases t e pnce-cost gap), but few units sold. There is a . 0 1 per unit sold (since raising the 
~old) an~ a loss on the other hand (fewer units sold). Them g~m on one hand (high r rofits er unit 
m choosing the most profitable price onopohst balances th tw p . p f ts s 1 d · o off settmg ef ec evera eep aspects of imperfect competiti 
critical difference between perfect and im . . on come through v n in tl 
perfectly competitive firms are assumed te:1:ct competition me out 1 11 monopoly case. First, the 
wheat farmer who cannot set his own . o la< the pri or their outpt t a.i· y. As part of the definition, 
firms are assumed to be ignorant or 1~ncf:e; l justs lls at th un- nt n l . al given (a classic example is a 
com tit· . , e act thats n· 1ar <et price) Thi h pe ive firms maximize profits b 11" mg mor Will de , · s means that sue 
other firms are doing the same price gl:-Je~se d 1~1g an amount Wher PricePI ss the market price, so perfectlY 
a monopol" t b t ' riven down t q,uals mar · 1 t1 e . . 1~ '. u rather faces competition fro _ .. 0 marginal cost. Wh g111a cost. Since all 1 

It is mtmt1vely plausible that more co --~ other hnns? at changes when the firm is not 
gaps, and thus lower profits but h mpet1t1on among firms Will 

' ow much lower? The b result in lo . 
est way to think ab wer prices, lower price-co~t 

out answering this q,uestion 15 



The BE-COMP diagram in a closed economy 

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 a 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 l~wer 
mark-up. We summarize this 'competition-side' relationship between the mark-up and the number of frrms 
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 Greek letter 
µ, 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 
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t . between price and marginal ost may suffice for some readers, extra Whil hi · t 't' e connec ion 
. e t s m m iv . . th derivation of the COMP urve in mor detail. This is done in the Annex. msight is gained by cons1denng e 

6.2.2 The break-even (Bf) cur:eerelated in another way, summarized by the BE curve. 
The mark-up and number of rr~s a . retm·ns to scale there is room for only a certain number of firms . k d by mcreasmg ' . 

When a sector 1s mar e . . 1 ore firms will be able to survive if the price is far above margmal 
. k f . size Intmt1ve y, m . . . d h 'b k ' ma mar et o a given ·. . The curve that captures this relat10nship 1s calle t e rea -even curve, cost that is if the mark-up 1s high. 

' ' 
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CHAPTER 6 Market size and scale effects 

•t·ve slope since more firms can break . . 6 2 It has a pos1 I 
or zero-profit curve (BE curve, for s~ort) m Figu_re ~h~ mark-up as given, the BE curve shows the number 
even when the mark-up is high. That is to say, takmg h st of setting up a factory. 

h · f d cost say t e co · 
of firms that can earn enough to cover t eir ixe ' . ' uff e for many readers, but might well raise 

Again this intuitive presentation of the BE curve will s . IC addressed in the Annex. 
' d Th e nuest10ns are questions in the minds of more advanced rea ers. es '1, 

6.2.3 Equilibrium prices, output and firm size b 
· ce they can earn a ove-norrnal or 

It is important to note that firms are not always on the BE curve sm ·t th market so then b 
below-normal profits for a while. In the long run, however, firms can enter or exi d e t B ' t t umf. er 

· · f 11 · · · · h to cover its fixe cos · Y con ras , mns of firms nses or a s until the typical firm earns Just enoug . 
are always on the COMP curve since firms can change prices q,uickly in response to any change In the 
number of firms. 

With this in mind, we are ready to work out the eq,uilibrium mark-up, number of firms, ~rice and firm 
size in a closed economy using Figure 6.3. The right-hand panel combines the BE curve with. the COMP 
curve. The intersection of the two defines the eq,uilibrium mark-up and long-run number of firms. More 
specifically, the COMP curve tells us that firms would charge a mark-up ofµ' when there are n' firms in the 
market, and the BE curve tells us that n' firms could break even when the mark-up isµ'. The eq,uilibrium 
price is - by definition of the mark-up - just the equilibrium mark-up plus the marginal cost, MC. Using 
th

: MC curve from the left-hand panel, we see that the eq,uilibrium price is p' (this eq,uals µ' plus MC). The 
rmd

dle pa~~l s~ows 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 

Euros 

x' 

Price 

AC 

MC------

Home market 

Demand curve 

I 
I 
I 

I 

I 
I 
I 
I 

I 

I 

I 
I ----------~-----
' I 
I 

Sales per firm -------l.' ---

Mark-up 

µ' 

----

C' 
Total sales 

The left-hand panel help . 
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reflection reveals a t . the average and mar . size, that is sal 
average cost, tot;l re~~~~al firm's total profit is z ro g:tl os~ curv s o'r; ts ~er f~m, which we denote 
~nd we know the price is P~ ~{°als total cost). Since We ;en Pl'l e equals ave1~P1cal firm. As a little bit of 
Implies an average cost e da; t:u~t be that the equilibriu:no_~ th~t total Profit:ge cost ( When price eq,uals 

In summary, Figure ~ 3 1 t P. n finu size is x' sin a~e zero at the equilibrium 
:tsum~tion and firm size ·au: s us ~etermine the eqUil'b . ce this is Where the firm's size 

egration has sparked a one diagram. With thi . I num nurnbe 
wave of indu t . s u1 ha1 d r of fir 

s nal restructur1·n 1 ' We are noh, rns, mark-up price total 
g. vv reacty t ' ' 0 stucty how European 



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 this gradual reduction can, however, be illustrated more simply by considering a much more drastic 
liberalization - 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 com~etitors 
in each market makes competition tougher. In reaction, the typical firm will lower its mark-up m each 
market to point A in Figure 6.4. 

Figure 6.4 Prices, output and eq_uilibrium firm size with integration 

Home market 

Euros Price Mark-up 
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p" 

Demand curve 

I 
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: : A 

:c---~~ ::::::::::::::::1:J_\:::::~~~'----n~' -n~,,-2~n-,--N-u_m_b_e_r 

: : of firms 

x' x" Sales per firm 
C' C" Total sales 

. facin each firm also has an important effect. Th lib ralization adds 
The doubling of the market ~1ze g e that more firms will be able to sm i . To ee how many 

f . o it makes sens . t th 
a new market for each um, s h . act of the liberalization on th BE ur . it tmns ou , e 

· e work out t e lIDP · tl a· · Why? Shifting more firms can survive, w . ht speciJically to BEF'T, a shown m 1 iagi:am. · 
liberalization shifts the BE curve t? the ng 1 ~ more firms an br ale ven. Thi i tru since as the m3:1"ket 
BE to the right means that at any ~iven martcl uu~ providing a high r op rating profit p r firm at any given 

firm mcrease, 1 
size increases the sales per . 
level of mark-up. . . rmined without difficulty. If there were no changes m th_e mark-up 

The size of the rightward shift is det~- e this for the moment), then double the number of frrms could 
uilib ium but 1gnor . th . ds the new BE curve 

(there will be in the new eq; r b' lling the same number of urnts. In ° er wor ' b f f" 
f . would e se . 1 th k-up is µ' the num er o rrms break even since each rrm k d , 1, in the diagram; at pomt , e mar . ' k" Point 1 must pass through the point mar e bm· ation of µ and n would result in all frrms brea mg even. ' 

. h t this com 1s 2n', and logic tells us t a 
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. h w far out the BE curve shifts. IL is not 
dm k sed to deterrnme O d · d. t I b 

however is merely an intellectual lan a~ u . . . ce the mark-up woul nnme ia e 1:J pushed 
where the economy would be right after hberahzat10n sm 

down to µA· . . . . ediatel9 push down the mark-up to µA, th~ two n_ewly 
Because the increase m competit10n would i~ h B'E curve. We know that all firms Will be 

. . · · b t · 1t that is below t e h integrated markets will IDitially e a a porr . th what would be needed to ave all 2n' firms 
. . 1 t 1 rk-up (µJ is less an losing money at pomtA smce t 1e ac ua ma . h rt un since firms need only to break even in 

break even. Now, this loss of profit is not a problem m ~hes ~e \ocess of industrial restructuring that Will 
the long run. Indeed, the profit losses are what would trigger t P 

eventually reduce the number of firms. . d" as the move from E' to A and then 
The corresponding effect on prices is sho~ in the middle iag~~emand curve for Home only, so the 

to E". Before explainin? this,. ob~erve that the ~ddle panel shows t he Foreign market has an identical 
no-trade-to-free-trade hberahzation does not shift :he de~and curv~. T Forei demand curve to reduce 
demand, but since exactly the same thing goes on m Foreign, we omit the gn 

the diagram's complexity. llin t th H k t · · (2 ' f s se g o e ome mar e As mentioned above the initial impact of the extra competit10n n rrm . . . . 
· ' · · · h · f lls top Thus durmg this mdustnal mstead of nJ pushes the eq,uihbnum mark-up down to µA, sot e pnce a A· . 
restructuring phase, the price would rise top" (from pi), but this rise does not take the pnce 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 eq,ualled average cost before the liberalization and in the long run after liberalization, 
we know that the price drop is exactly eq,ual to the efficiency gain. In the left-hand panel, this is shown as a 
move from E' to E". Increasing returns to scale are the root of this efficienc-y gain. As the eq,uilibrium scale 
of a typical firm rises from x' to x", 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 f" ct· t B f re . . rrms can a JUS . e o 
the liberalizat10n, each market was extremely fragmented in the sense that f' • h . h d , . rrms in eac nat10n a a 
local market share of 1/n and a zero share m the other market After the 1·b 1. . h . . . , · i era ization the market s are 
of each firm is the same m each market, namely, n/2. This elimination of k f ' 

· · · h · d f" d d • mar et ragmentation has a pro-competitive effect, whic is e me as a ecrease m the price-cost mark-u Thi . . . d 
panel of Figure 6.4 as a move from E' to A. The short-term • _P· s is shown m the nght-han 

lillpact on pnces and 1 b · the middle panel as a drop fromp'to PA· sa es can e seen m 

Step 2. Long term: industrial restructuring and scale effects (from A to E'1 
Point A is not a long-term eq,uilibrium since the operating prof't . 
cover the fixed cost. We see this by noting that point A is bel ~h earned by a tl]p1cal firm i insufficient to 
up is too low to allow 2n' firms to break even. To restore a ow e BE curve and this t lls us that the mark
of firms has to fall from 2n' to n". In Europe this pro norr:nal level of profitabilit11 th O erall number 
. . , cess typ1call . ~' t 
m some cases the number of firms is reduced by b 1 _ . lJ occurs via m rg r and bun-outs bU 

an uuptc1es As th' . ~ ' 
eco~omy moves from point A to poinL E". During this proces .·. is mdu trial onsolidation occurs, the 
up nses somewhat and profitability js restor cl. s, firm nlarg th ir market shares, the mark· 

Welfare effects 
The welfare effects of this liberalization ar . - -. . . 
and E" in the middle panel of Fi . e q,uite straightforward Th f . " E' 
gain can be broken down into th~ure_ 6.~ corresponds to the gain i~ Ho our-sided area marked by p', p ' . 
to the liberalization, and the ain gam to coi:sumers of paying a low m~ consumer surplus. As usual, t~1s 
in the Foreign market (not s:o s_fro:;1 b~ymg more (C" versus C') e~pnce for the units they bought prior 

wn m t e diagram). . ote that the exact same gain occurs 



Figure 6.5 Welfare effects 
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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 stern 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-acq,uisition policies (discussed further in C~apter 11). We should_ a~so note that the welfare gains 
shown can be rather substantial. Roughly speakmg, the percentage gam m real GDP eq,uals 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. 

6.3.2 Slow and fast adjustments 
Th di 

. b has shown that the integration initially leads to big price reductions and large profit 
e scuss10n a ove . 

lo Th f"t 1 sses are eliminated as the number of firms falls and profits are restored to normal 
sses. ese pro 1 o · · 1· htl Thi lev 1 D . th" . d strial restructuring process, pnces nse s ig y. s seq,uence of step - ometin1es 

e s. urmg 1s m u , t' · 1 · 
called indust 'consolidation' or an industry sha~e-ou - is re _evant to some mdustries, for ~rarnple air 

t 1 H 
ryE , 

1
.b ali·zati·on has resulted m large profit losses for many Europ an airlines and 

rave. ere urope s 1 er . . 
b

. . 'ct . f nsumers At first, airlines were reluctant to merge - larg ly because most 
1g pnce re uct10ns or co · . . 

a
. lin t ed and their governments were willmg to us ta~rpay r uro to cover the 
rr es were governmen -own . . . . . . 

1 1 h er 
European airlines are rat10nallzmg th ir o t by formmg cooperative 

asses. More recent y owev , . . . 
lli 

. ' 
1 

ber of firms has not yet fallen, th numb r of plan s flymg a particular 
a ances. While the actua num . . . . . 

1 
before the Lwo rums went bankrupt, oop ration between Swiss Air 

route 1s reduced For examp e, . . • • · . d f having two planes Oymg th n va- Bruss ls route ( one Swiss Air and 
and Sabena meant that, mste~ 0 Nevertheless, Swiss Air called it a Swiss Air flight and Sabena called it a 
~ne Sabena), only one plane ~w-, angements are a way of achi ving scale economies without actually 
e ~b~na ~ight. Su~h 'code-s~armit:~:stingly, both airlines eventually went banlaupt but the Swiss and 
; 1mi_natmg a national earner: to create replacement airlines, Swiss and SN Brussels Airlines. 

elgian governments stepped ~ . t the increased competition and undertake the mergers and acq,uisitions 
. In other industries, firm~ anticipa eEuropean banking is an example. The introduction of the euro and 

9,Ulckly enough to avoid big losses. 
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k 
will have to become fewer and 

an ban s · 1 bl an that Europe . s to become mto era e, banks 
b king sector rne f profit losse 6 5 thi , 

continuing liberalization of the an er instead of waiting . ~r- In terms of Figure . ' s would look 
bigger in order to break even: Howe_v ~f mergers and acq,ws1t10ns. 
have launched a re?o~d-breakn;,,senes 
like a move from E directly to . 

3 3 E irical evidence . rked hy fewer, bigger, more effici~nt firms 
6. . mp . . . that European industry is ~a . evidence in Europe that mdustry 

::e ! e~~~~::~::~ ;r:;=.e. Unfortunately, there i ~:e i~;i~t most economists believe is the 
consolidation was caused by market inte~ra~10n, althou~ze with efficienqJ and compet~t10n _ca~ be :ounct 
obvious e rplanation. More direct evidence linkmg markets. act of market size on the size distnbution of 
in Campbell and Hopenhayn (2002). The authors study the 11:1P tr xamined, establishments were larger 

· US ·t· In every mdus Y e t·t· · t h · firms in retail-trade industries across 225 ci ies. h tion that compe I wn IS oug er m 
in larger cities. The authors conclude that their results sup~ort t de n;ket size. 
larger markets and this accounts for the link between firm size an m 

6.4 Summary 
Three main points have been made in this chapter: 

· · · · b t f individual European firms with a One very obvious rmpact of European mtegrat10n has een o ace . . . 
bigger 'home' market. This produces a chain reaction that leads to fewer, bigger, ~ore ~ffici_e~t f~ 
that face more effective competition from one another. Understanding the econormc logic dnvmg 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 
in competition puts downward pressure on price-cost mark-ups, prices and profits. The profit sq,ueeze 
results ~ industrial restructuring, a ~rocess by which the total number of firms in Europe falls. The 
lower pnces and lower number of frrms means that the average firm gets larger and thi · turn 

11 f . t b tt l . · s, ID ' 

b
a ows rrms o ~ er exp mt ec?normes of scale. This efficiency increase, in turn, permits the firms to 
reak even despite the lower pnces. 

2 The industrial restructuring is often politically painful since it fr tl . 
closure of inefficient plants. Governments very often attempt t f~q,uen _ 1:J re~~ts In ~al:)offs an~ ~he 
'state aid' to their national firms. Such state aid can be viewed :r ~et this political pam bl:) providing 
threatens to undermine EU members' interest in integrat· Tas a~ and the perception of unfairness 
h E . ion. o avoid thes bl f t e U established rules that prohibited state aid that di t rt . . e pro ems, the founders o 

with enforcing these rules. These rules are covered m· Csho s competition. The Commission is charged 
apter 11 

3 Industrial restructuring raises another problem th t 1 d · 
rul As · · a e the EU' f 
. es. mtegrat10n proceeds and the number of firm f 11 s ounders to set out another set of 
mcrease. To avoid _this, the EU has strict rules on anti-c~r: s,. t~e temptation for firms to collude rnay 
~ure that they Will enhance efficiency. Again, the Comm~et_1tiv: practices. It also screens mergers to 

ese rules are also covered in Chapter 11 1ss1on Is charged wi·th nf . th ul s · e orcmg eser e · 

Suppose that liberalization oc . 
but instead of merging or r tcurs a~ ll1 Section 6.3 and th 
all th . es ructu.nng ll f e result . 
r ow e frrms to continue operating Wh' a -irms are bought bu th 1~ a pro-competitive effect, 
evenues? N th · at wm b ~ err n r 

with libe . r o~ at the governments are th e the impact of thi a l?nal governments to 
governmr~::~tion? Can you imagine why this e ~wners, Will they ha~ on p~1ces a~d government 

nught favour firm 
1 

e an incentive to continue 
8 ocat d · e m nations with big, rich 



References and further reading 

2 ~sea 
thr

ee-panel ~iagram, like Figure 6.3, to show how the number of firms, mark-up and firm 
size would change ma closed economy if the demand for the particular good rose, i.e. the demand 
curve shifted out. 

3 Using your findings from Question 2, you should be able to consider the impact of a no-trade-to
free-trade integration between a large and a small nation, where size is defined by the position of 
the demand curve (the demand curve in the large nation will be further out than the demand curve 
for the small nation) . To do this, you will need two of the three-panel diagrams of the Figure 6.3 
type to show the pre-integration situation. Then use a three-panel diagram of the Figure 6.4 type 
to show what happens to prices, firm size and the number of firms in the integrated economy. 
Note that you will want to show both demand curves in the middle panel. As usual, assume that 
all firms have the same marginal cost. What does this analysis tell you about how integration 
affects firms in small nations versus large nations? 

4 Consider a seq,uence of EU 'enlargements' where each enlargement involves a no-trade-to-free
trade addition 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 Qust 
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 uneq,ual-sized economies _explored 
in Question 3.) Calculate how much the third nation gains from joining and compar_e it to ho:W 
much the existing two-nation bloc gains from the third nation's membership. Who gams more m 
proportion to size: the 'incumbents' or the 'entrants'? 

Essa uestions 

• 1 M k t Programme was launched in the mid-1980s, European leaders asserted 
When the 8mg e ar e r · ' · US f" E I · h 
that it would improve the competitiveness of European ~ms_vis-~-vis rrms. xp am ow one 

hi rtion b11 extending the reasorung m this chapter. can make sense of t s asse 1:1 • • • 

f menting Europe's markets worked m the sense of promotmg bigger, 
2 Has the strategy _of de/a~ more effective competition? Choose an industru, for example 

more efficient firms acmg ticals or autos and compare the evolution of the EU industrJj 
h rnicals pharmaceu ' . . 

telecoms, c e ' y can find information on these and manu more mdustnes on the 
with t~at ?f the U~A ~~ Ja~~~~c-~:opa.eu/growth/sectors_en. 
Commiss10n website. ttp . mpanies to engage in 'anti-takeover' practices. Discus hm: 

3 Some EU members allow ~herr co ncerning these practices might be viewed as unfair when E 
. EU mbers laws co .. . 

differences m me b a wave of mergers and acq,ms1tions. 
industry is being transformed lJ h cale economies argument plaued in the economi a e for 

4 Describe the historical ro~e that t e \h the Spaak Report and the Cockfield Report mpl ting 
. t rat10n Start Wl 

deeper European m eg . · er COM(85) 310 final. 
the Internal Market, White Pap ' 
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Annex: Details on the COMP and BE curves 

A6.1 COMP curve in detail 
To study the logic of European integrat· , · · · d · 1 fl 'bl 

. ion s lillpact on scale and compet1t10n we nee a srmp e yet exi e 
framework 

th
at allows for imperfect competition. The framework we employed - the BE-COMP diagram 

- as~ume~ a kno':ledge of simple imperfect competition models. Here we provide a brief introduction, 
starting ':71th th

e ~implest forms of imperfect competition - monopoly, duopoly and oligopoly. 
The simple

st 
imperfect competition problem is the decision faced by a firm that has a monopoly. The 

monopoly case is easy because it avoids strategic interactions. When a firm is the only seller of a product, it 
can choose how much to sell and what price to charge, without considering the reaction of other suppliers. 
The only restraint a monopolist faces is the demand curve. A downward-sloping demand curve is a constraint 
because it forces 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. Th e natural q,uestion 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, Q' 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 Q' is too 
low or too high. To this end, we calculate the profit earned when Q' units are sold at the highest obtainable 
price, namely, P'. The answer is A+ B, since the total value of sales is price times q,uantity (area A+ B + C) 
minus cost (area C). 

Figure A6.1 Monopoly profit maximization shown graphically 
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P' 

P" 

B D 

E 

Demand 
curve 

Marginal 
cost curve 

L ____ _J__~:-;----5.Sales 
O' 0 ' + 1 

C 

Price 

Marginal 
revenue 
curve 

Demand 
curve 

L---------1,------ Marginal 
cost curve 

0* Sales 

t UI11.t? Of cours to 11 th xtra unit, the firm will . Id an ex ra · ' . . 
Would profits rise or fall if the frrm so in profit eq,uals tl1 chang in r nue mmus the change m 

h 1 . • fall a bit to P". The chan~e t 
O 

parts Selling the e.,rtra unit brings in extra revenue 
ave to et its pnce e in revenue. This has w .· . rec iv -d for all units sold initially (lowering 

cost. Consider first the chang) b t it also depress s the puce all d 'marginal revenue' for short - is 
(represented by areas D + ~t~ a~eaA). The net ch~nge ~~::i:~1~1~i;in:icostforshort-isareaE. Plainly, 
revenue by an amount eq,u~ ea A The change ll1 cos d th xtra cost E that is if D - A is positive. 

· D E minus ar · E A) excee s e e , , . 
91.Ven by the areas + evenue (D + - ·s less than marrrinal cost at Q' + l. This • . if the extra r ginal revenue 1 l:I~· • 

Profit mcreases only be negative, so ma~ h . 'tial guess of Q' turned out to be too high. 
As it is drawn, D - A appears to 'would lower profits, so t e ll1l 

rneans that raising output from Q 
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hod we would consider a lower uucss, 
1 · this trial and-error met ' · · l l · To find the profit-maximizing leve usmg -. At the profit-maxinllzmg eve , rnarrpnal 

say Q' minus 4 units and repeat the procedure applied ~bove_. m· crease or decrease in sales will 
' ' . . 1 t b optimal smce any . . 

revenue just eq,uals marginal cost. This leve mus e t re than revenue, while decreasing 
· · t ·u increase cos mo 

lower profit. Increasing sales beyond this porn WI ft 
sales would lower revenue more than cost. Both woul? reduce p7 \1_ the point at which marginal revenue 

The right-hand panel of Figure A6.1 shows an easier way tod ~ rginal revenue curve. This shows 
eq,uals marginal cost. The diagram includes a new curve, calle t el mfa les rises (It declines since area 

. • d 1· the leve o sa · 
how the marginal revenue (measured m euros) ec mes as At the sales level marked Q*, marginal 
A from the left-hand panel gets very small for low levels of sal~s.) at this level of sales, and this is pr._ 
revenue just eq,uals marginal cost. The firm charges the most it can 
These are the profit-maximizing levels of sales and price. h when the number of . . . . • ark-up c anges 

The next step is to consider how the profit-max1ID1zmg m f' (the monopol11 ca ) 
f. · ·d · ease from one rrm ~ se rrms mcreases. To keep the reasoning concrete, consi er an mer 
to two firms (the duopoly case). · · 

The solid lines in the left-hand panel of Figure A6.2 show the usual problem for a_ mono~o!i~t, Wl
th the 

demand curve marked as D and the marginal revenue curve marked as MR. The profit-ma~lffilzmg_ output, 
Xmono, is indicated by the point A, that is, the intersection of marginal cost (marked as MC m the diagram) 
and marginal revenue (marked as MR in the diagram). The firm charges the most it can for the level of sales 
xmono, that is, p'. The price-marginal cost mark-up ( called the mark-up for short) eq,uals 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 Xmono · 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-N ash' 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 

Figure A6.2 Impact of more firms on prices and price-cost mark-ups 
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demand curve', that is, the demand hif 
RD in the diagram). Th c~v~ s t~d to the left by the amount of other firms' sales (marked 

as 'd 1 . 1 e exact eq,uilibnum pnce and output are found by identifying the intersection of 
the resi ua margma revenue curv (RMR) . 

'bl · f th· 1 1 e and the margmal cost curve; again, firms charge the highest possi e pnce or is eve of sales 1 " · · 
. h . d t' 1 . ' name Y, P • In drawmg the diagram, we have supposed that the two 

firms . ave i en ica margmal cost curves (for simplicity), so the outcome of the competition will be that 
each frrm sells an enual amount y if . . 

. . 't, • ou can ver y that p" is the pnce that the full demand curve, D, says would 
result if two trmes Xctuo were sold. 

!~e _net result of adding an additional firm is that the price drops from p' to p" and thus lowers the 
eq,uibbnum mark-up. We also note that more competition lowers the level of sales per firm, although 
the s~ of sales of the two competing firms exceeds the sales of a monopolist. Finally, note that adding in 
more f~ms lm~e~s each firm's operating profit since it reduces the mark-up and sales per firm. The duopoly 
operatmg profit is the duopoly mark-up times Xctuo; this is shown by the area p", B', B, MC in the diagram. 

Here we have looked only at the switch from one to two firms but it should be clear that continuing to 
add in more firms would produce a similar result. As the number ~f firms rose, the residual demand curve 
facing 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 q,uite 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 wor~ers, an~ so ~n. . . . . . , 

This combination of fixed cost and flat marginal cost rmplies increasing returns since the typical frrrn 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 
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·t sales to cover its fixed cost. The 

• · · ·t ust earn enough on is · h 1 If a firm is to survive in this situat10n, i m . . . ly the mark-up trmes t e evel of 
. d . ' t' g profit' and this is simp . 20 000 . 

amount it earns on sales is calle its opera m ' . ) . €200 and each frrm sells , umts, 
sales. For example, if the mark-up (i.e. price minus marginal costthiis ·mple connection between the mark-

. will b €4 illi n As we shall see s si the operating profit per firm e m O · . 'h ber of firms that can break even at 
up, sales and operating profit makes it q,uite easy to figure out t e num 

any given mark-up. . . lies that the price will also be given; 
Since all firms are identical in this exampl~, a given mark-up i7p if the mark-up is µ

0 
as in Figure A6.3, 

specifically, it will eq,ual the mark-up plus margmal cost. For examp e, th t the level of total sales will 
then the price will be Po= µo +MC.At this price, the demand curve tells us t firm• this will be total 
be C0. Finally, we again use the symmetry of firms to work out the level of sa es per firm~ can break even 
sales divided by the number of firms, which, in symbols, is Coln. To see _how ~~n~h ht you should be 
when the mark-up is µ0, we turn to the left-hand panel in the diagram. With a litt e oug h ·t 
able to see that a firm will make zero total profit (i.e. operating profit plus the fixed coSt) w en is average 

· · k d AC · the left-hand panel we see that cost exactly eq,uals the pnce. Usmg the average cost curve, mar e as m ' 
the typical firm's average cost eq,uals price when the sales of the typical firm eq,ual Xo. B~ca~se we know 
that sales per firm will be C0!n, we can work out the number of firms where the sales per frrm Just eq,ual Xo. 

In symbols, the break-even number of firms, call this n0, is where Colno eq,uals Xo. 
It is instructive to consider what would happen if the mark-up were µ0, but there were more than no 

firms, say, n' firms, in the market. In this case, the sales per firm would be lower than Xo, namely, x' = Coln', 
so the typical firm's average cost would be higher and this means that the average cost of a typical firm 
would exceed the price. Plainly, such a situation is not sustainable since all the firms would be losing money 
(earning operating profits that were too low to allow them to cover their fixed cost). This case is shown by 
point A in the left-hand panel of the diagram. The same point A can be shown in the right-hand panel as the 
combination of the mark-up µo and n'; we know that at this point firms are not covering their fixed cost so 
there would be a tendency for some firms to exit the industry . In the real world this sort of 'exit' takes tile 
form of mergers or bankruptcies. The opposite case of too few firms is shown m· the · ht d 1 ft h d . . , . . ng - an e - an 
panels as pomt B; here, frrms average cost 1s below the pnce and so all are makin f. c· h · 

. ft ds th f d t) S h ·t . g pure pro its i.e. t err 
operating pro 1 excee _e ixe chos B:z;, uc a s1 uat1on would encourage more firms to enter the market. 

To work out all the pomts on t e .D curve, we would go through a s ·mil 1 ar analysis for every given level of mark-up. The logic presented above, however, makes it clear that the res 
sloping BE curve. ult would be an upward-




