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Chapter  10 
 
Market Systems & Costs 
 
 
Price is a key variable in business decision-making and increasingly pricing 
and pricing packages have become the central issue in competition analysis. 
With respect to the latter, there is a link between the cost structure and the 
level of price; understanding of that link is driven by the MC=MR 
relationship within the Neoclassical paradigm. This is further assisted by the 
construction of the MES point of production, which presumes a minimal 
point on the LAC curve. Embedded within the cost structure of a Neoclassical 
firm is a family of optimal conditions for a long run equilibrium output level. 
The assumptions have remained sufficiently robust to challenge that they 
continue to underscore the economic analysis of antitrust. 
 
In this Chapter, following from earlier discussions in Chapter 2 on the 
relevance of the traditional Neoclassical paradigm to modern antitrust 
analysis, we explore two related issues: the market structure and the cost 
structure. Our objective is to understand the evolving markets that constitute 
the aggregate market structure and to further understand the distribution of 
costs within the firms that make up the markets. In this chapter we therefore 
explore the evolution of a firm as a continuum in topological space: the 
market system.   
 
The discussion in this Chapter on market system builds on the arguments in 
Chapter 7 and on the arguments in Ricketts (1998), drawing further on the 
work of Chandler and Nelson by integrating the materials with the earlier 
arguments contained in McNutt (1994, 2003). The analysis is relegated to a 
supporting Appendix but the accompanying illustrations attempt to identify 
the salient characteristics of a market system. It works from the premise in 
Chapter 8 that time is splitting markets apart, as well as the firms that 
compete in them. Our arguments also rely on the assumption, Baumol (2003), 
that innovation generates new markets. Therefore, the collective works have a 
common theme: that there is an evolutionary path for the firm, and at a point in 
time, what the fact finder observes is (what we call in this chapter) a market 
system.  
 
It is envisaged that the approach adopted here could contribute to the 
ongoing debate amongst antitrust economists on the relevance of market 
share as an indicator of market power. For example, there is increasing 
acceptance of the standard of ‘lessening of competition’ across national 
antitrust agencies. While this will lead to less emphasis on markets per se and 
more emphasis on computing market power, it would help if fact finders 
could qualify the standard by a factor b. So, if an action or decision ‘lessens 
competition by more than factor b’ it is progressing towards a market system 
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where constituent firms exhibit market power; alternatively, is less than b, the 
market system is deemed competitive with less antitrust risk accruing to the 
firms through their respective actions. 
 
Market Systems 
 
Biological analogies have a long history in economics.  Most of Marshall’s 
analysis of economic organisation is couched in the language of evolution and 
the ‘struggle for survival’.  Ricketts recounts the most famous of his biological 
analogies concerns the life-cycle of firms, which he compares to the trees in a 
forest (pp. 315-16).  As saplings the trees compete for light and air against 
their larger neighbours and many fail to develop and die.  Later, the more 
successful ones grow rapidly until they dominate the environment.  The years 
of this domination are numbered, however, and they eventually atrophy and 
are replaced by younger, more vigorous trees.  Modern scientific 
understanding of genetics and ecology has advanced greatly since Marshall’s 
time so that the analogy now seems extremely loose.  Rickett’s has asked: 
where, in a joint stock company, for example, is the genetic material, which 
condemns it to inevitable decline?   
 
Penrose (1952, p.804) was induced to complain that ‘biological analogies 
contribute little either to the theory of price or to the theory of growth and 
development of firms’.  The analogies are descriptive rather than exact. 
People are not maximisers, they wish merely to survive and, in the economic 
profits are selected out by the economic environment.  Survival invites 
imitation by others who use those procedures thought to ensure it.  Penrose 
argued that if conscious imitation in pursuit of survival qualities is admitted, 
the analogy with biology breaks down.   
 
Firms might then attempt not merely to adapt to a given environment but to 
change the environment in their favour.  This might be accomplished, for 
example, through political pressure or by some startling innovation. A 
Schumpeterian firm actively creates the conditions necessary for its future 
progress.  Whatever their formal relationship to biological models of 
evolution, however, economic models have been developed by Boulding 
(1981) and most notably by Nelson and Winter (1982). They have a particular 
relevance today as antitrust struggles with new markets and with the 
increasing role of innovation in product and service market development over 
time.  
 
Rickett’s Evolution of the Firm 
 
At the heart of Nelson and Winter’s approach is the assumption that the firm 
has, at any given time, a set of decision rules and routines.  These routines 
might be regarded as the generic material of the organisation.  Routines and 
decision rules, which produce profits lead the firms which have adopted them 
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to grow relative to other firms experiencing lower profits.  Nelson and Winter 
simulate evolutionary change by linking profits to investment in the firm and 
hence to its rate of growth.  In addition to the mere use of existing routines, 
search takes place within the firm for new or adjusted routines.  ‘Our concept 
of search obviously is the counterpart of that of mutation in biological 
evolutionary theory’ (p.18).  Rickett’s continues to argue that search and 
selection then results in an evolutionary time path. 
 
It is an interesting aspect of Nelson and Winter’s approach that ‘search’ and 
the implied entrepreneurial activity is itself seen as bound up with routines. 
Successful routines, argue Nelson and Winter (p. 119) will lead the firm to 
expand into areas where the success can be replicated.  ‘A firm that is already 
successful in a given activity is a particularly good candidate for being 
successful with new capacity of the same sort’.  Chandler (1992 p. 93) strongly 
supports this view and suggests that it was precisely these advantages of 
experience and learning which led to the growth of many of the major firms 
who were ‘first movers’ in chemicals, electrical engineering, motor cars, 
telephony and office machinery after the First World War.  ‘Such growth was 
driven much less by the desire to reduce transaction, agency and other 
information costs and much more by a wish to utilize the competitive 
advantages created by the co-ordinated learned routines in production, 
distribution, marketing and improving existing products and processes’.   
 
Cost Structures 
 
In the Chandler world, the firm is viewed as a means of making use of 
information, not simply of the technical variety, but of the accumulated 
experience of the resources of the firm, which become embodied in its 
routines.  Further, it is not simply access to particular pieces of information 
that confers competitive advantage on the firm, but the ability to generate 
such information.  The entrepreneurial function of the firm is thus central to 
this conception. Evolutionary forces can be seen as of wider-ranging influence 
than the establishment of routines within the firm, however.  Relationships 
with suppliers, customers and workforce may also be affected by perceptions 
of reliability, reputation, trust, expertise and so forth, which have evolved 
over a long period of time. 
 
One of the key relationships, McNutt (1994), is that between worker and 
employer and between workers. It is critical to a determination of 
productivity, which is a key to understanding the LAC in a traditional 
Neoclassical model.  That key can be captured by the relationship: AP = 
w/AVC, where AP is the Neoclassical measure of average productivity and 
AVC is the Neoclassical measure of the short run average of variable costs. 
The AVC is precisely the measure deployed by Areeda and Turner in their 
1979 formula for predatory pricing. However, the primary factor in the 
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relationship is the variable ‘w’, which traditionally was a measure of the 
wages bill.  We develop this further.  
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A new illustration is provided by Figure 1, which will be used to develop the 
arguments on the cost structure. It has a derivative in the Sweezy oligopoly 
models of the 1970s when there was a level of debate on the empirical 
evidence in support of MES and non-increasing LAC curves. We shall return 
to the concept of non-increasing LAC later in our discussion of costs in the 
context of Sraffa-Schumpeter conjoint work on monopolies. Suffice to say that 
Figure 1 does not reflect the traditional Neoclassical cost structure but does 
reflect a normalised w factor in the computation of the cost structure. 
 
Predatory pricing: Traditional view 
 
Let us take the first issue of predatory pricing which focuses on low prices and 
the accusation that the dominant firm is charging low prices with the intent of 
disadvantaging the rival competitor. This is an interesting perspective, in that 
the consumer may benefit from the low price, assuming quality and after-sale 
service is not diminished (read later where both quality and after-sales service 
are defining competition in a global sense). A difficulty arises 1. assuming that 
predatory pricing is the exclusive preserve of a dominant firm, which it may 
not, and 2. identifying how low a price has to fall for it to be predatory. With 
respect to 1, if dominance can be disproved, then ipso facto there is no 
predation. With respect to 2, there are three low prices as illustrated, and 
while the lowest is predatory, the other two may come within the effective 
costs of the firm.  
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In other words, does a cost competitive player, that translates economies of 
scale to the consumer as lower prices, have to be penalised on a charge of 
predatory intent of lowering prices. To add some degree of respect for the 
concept, the Areeda-Turner rule imposes a floor on price, below the AVC and 
the price is predatory. One important argument here, is that if the costs are 
industry-wide costs, then the firm who has the higher than average costs, will 
complain about the (or any) lower prices when, in effect, that plaintiff may be 
less cost-effective than the average firm in the market. An efficiency defence 
for a firm does exist but in can co-exist with the intent argument to 
disadvantage. 
 
As pointed out earlier the level of price is an important attribute in the 
application of competition policy. The historical background to antitrust has 
created a dislike of monopolies while monopoly price is assumed to be higher. 
The opening remark is that the monopoly price is higher in theory than a 
competitive price, which in theory is lower than a monopoly price. The issue 
really for antitrust is to examine why the price is different not higher - it may 
be due to a deliberate attempt to fix prices, a deliberate attempt to increase 
profit margins with costs falling or it may be an inefficient large public utility 
monopoly that carries too many cost overheads.  
 
Whatever the reason the attempt to engage in price-fixing by players in a 
concerted way in the market may be deemed illegal. It is the element of 
conspiracy to set (fix) prices, that has to be proscribed, rather than the level of 
price per se. And whether or not there are trade associations conspiring to rig 
the market price. The competition issue is to unearth proof of the existence of 
an agreement rather than assemble data on the level of prices per se. What is 
the relevant price? And what is the relevant price is a strategic world of price 
differences? The traditional view that is presented here is that too much effort 
can be wasted focusing on price when non-price activity may equally support 
an argument for breach of competition laws.  
 
Concluding on Public Interest 
 
Competition policy is concerned with the market failures associated with 
imperfect competition.  Specifically, in imperfectly competitive markets there 
is an incentive for competitors to collude in their combined interests and 
against the interests of consumers and society generally.  Competition policy 
is instituted to ensure that any co-operation that is undertaken by competitors 
acts in the interests of society and not just in the particular interests of the 
firms themselves.  In addition, competition policy has a role in ensuring that 
monopolies that do exist are natural, in the sense that the market could not 
bear more competitors.  However, many positions of monopoly power exist 
because the incumbents can fend off entry in a manner that is not in the 
interests of society generally.  In this instance competition policy can help to 
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ensure that if economic profits are made and entry is possible, no behaviour 
on incumbent firms can foreclose such entrants. 
 
Most microeconomics textbooks continue to espouse the concentration-
collusion doctrine and the static (perfect competition) perspective.  There is 
need for a change. The premise on which competition policy rests is that price 
fixing and market sharing arrangements, do not benefit the consumer (dead-
weight losses occur).  The economics of the 1990’s, however, emphasises the 
goal of economic growth, innovation and competitiveness.  The ultimate 
purpose of competition law, which is to maintain a competitive environment, 
remains intact.  However the definition of what constitutes a competitive 
market is undergoing fundamental change in economics. The competitive 
process is increasingly regarded as dynamic rather than static in nature and 
the long standing concern of EU competition law and US anti-trust with 
regard to static competitive market structures may have to change. In this 
environment, the role of competition policy will have to change to 
accommodate the competitive process, with its hallmarks of strategic alliances, 
consolidation and non-price competition. In other words, with strategic 
behaviour amongst players, a scenario could easily arise where antitrust 
analysis lags behind the sophisticated behaviour of players in a market.  
 
 
 
 
 
 


