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Chapter 5

Competition and 
the Market Process

Only through the principle of competition has political 
economy any pretension to the character of a science.

John Stuart Mill1

Despite its importance the term “competition” had 
been used by economists up until the twentieth century 
with barely a thought – it meant the same as it did in 

common discourse. It was shared by both the classical economists 
and managers, and meant “trying to outdo your rivals”. Whether 
in sport or in business “competition” was a verb. As we shall see, 
however, an alternative view of competition began to dominate. 
Some economists treated “competition” as an adjective with which 
to label various types of theoretical market. And policymakers used 
this as a basis to regulate. In this chapter we will look at the reasons 
why this came about, but also acknowledge a trend away from it. 
Increasingly the discipline is returning to the pre-twentieth- century 
attention to processes, evolution and spontaneous order. This is 
good, because economic theory should reflect business reality. The 

1 Mill (1848).
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key issue is whether we view markets as a dynamic process or as a 
static state.

There is a famous quote from Keynes,

The ideas of economists and political philosophers, both 
when they are right and when they are wrong, are more 
powerful than is commonly understood. Indeed the world is 
ruled by little else. Practical men, who believe themselves to 
be quite exempt from any intellectual influence, are usually 
the slaves of some defunct economist.2

This is especially true when it comes to competition theory. Even 
those who disparage and discount the advice of economists rely 
almost entirely on economic theories to make their arguments. 
Understanding the basis for regulation, and the role that collusion 
and monopolies play in a market economy, is a crucial part of the 
competitive landscape.

5.1 Market concentration

Think of an archetypal market – a place where buyers and sell-
ers meet to trade. It’s probably noisy, chaotic and exciting. In the 
hustle and bustle of a Moroccan souk it’s impossible to pass by a 
stall without entering into a frenzied negotiation. In some ways this 
embodies what economists have in mind when they talk about per-
fect competition. Textbook models will make several assumptions, 
which come close to holding in places like Agadir. For example:

• A homogeneous commodity (i.e. no product differentiation)
• A large number of relatively small buyers and sellers
• Free entry and exit into and out of the market

2 Keynes (1936 [1973], p. 383).
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• Perfect information
• Perfect factor mobility
• Zero transaction costs.

These assumptions are important, because they generate some 
important implications. If the above assumptions hold, we can say 
that the market will exhibit two forms of efficiency:

1. Allocative efficiency. If goods are homogeneous then there will 
be a wide availability of substitutes. This will bid down the mar-
ket-clearing price until price (P) equals marginal cost (MC). This 
implies that the value that consumers place on the final good is 
equal to the cost of the resources used to produce it. In other words, 
resources are allocated such that the best value comes from their 
use.

2. Productive efficiency. Free entry means that if firms are mak-
ing profit (i.e. their average revenue (AR) exceeds their average cost 
(AC)3) there will be new entrants, which raises AC for all firms, 
and competes away the profit. Similarly any losses (AR < AC) will 
result in firms leaving the industry, reducing AC.4 In equilibrium 
firms make zero profit (AR = AC) and will end up producing at the 
minimum of the average cost curve, and goods are made at lowest 
possible cost. This puts the economy as a whole on the outer limit 
of what can be produced with current resources (which is known 
as the production possibility frontier (PPF)).

3 Which when multiplied by the volume implies that total revenue is greater than total 
cost.

4 I’ve made an assumption that the industry for the inputs is not perfectly competitive 
and so the costs are bid up due to new entrants. If the industry for inputs is PC, the 
existence of profit will entice new firms to enter, and we can show this as a positive 
shift in the supply curve. This will result in the equilibrium price returning to the 
original level.
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If the assumptions of perfect competition fail to hold – if informa-
tion is imperfect (i.e. asymmetric), if the factors of production are 
immobile, if there are significant transaction costs – then we are 
in the realm of “imperfect” competition.5 Indeed let’s imagine the 
polar opposite of some of the assumptions that we made:

• A clearly defined heterogeneous product with no close 
substitutes.

• A single seller.
• Prohibitive barriers to entry and exit.

All three of these serve as useful definitions of a monopoly and 
generate important concerns. If perfect competition doesn’t hold, 
we won’t have allocative and productive efficiency. In particular, 
absent market competition firms may restrict output and increase 
prices so that they divert consumer surplus into profit.

 The problem with identifying monopolies is that if you have a 
narrow definition (e.g. a single seller) then there are no monopolies, 
but if you have a broad definition (e.g. the seller of a heterogene-
ous product) then every good would count. We should also remem-
ber that substitutes are a subjective phenomenon and so there’s no 
unambiguous way to define a substitute let alone “close” ones.6 This 

5 I am attempting to follow the standard textbook treatment of presenting perfect com-
petition as an ideal type, and deviations from this a form of market failure. But an 
alternative approach is to view perfect competition as simply the equilibrium state of 
an open market place (where by “open” I mean no coercive entry barriers). Situations 
where the perfect competition assumptions fail to hold are not, therefore, examples 
of market failure, but are instances where the perfect competition model is out of 
equilibrium. I appreciate the influence of Isaac DiIanni for recognizing this point.

6 A nice example of how pervasive substitutes are, and therefore how competition is a 
broad force, is provided by Radio DJ Chris Moyles: “when I was at Radio 1, I had the 
same competition I’ve got now – everybody from Capital to XFM. And when you’re on 
in the morning, everything’s competition. Having a lie-in is competition, putting the 
telly on is competition, getting the bus, not having enough 3G – everything is competi-
tion. You can drive yourself mad thinking about it, or just do what you do – get a good 
show.” See Sawyer, M. (2016) Chris Moyles: “I was naive. People didn’t get the joke”. 
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didn’t stop economists from using a vague definition, and attempt 
to measure the extent to which a market approximates a monopoly. 
Generally speaking, if an individual firm has more than 25% market 
share it tends to be considered a monopoly. More formally, a Herfin-
dahl Index can be computed which sums the squared market share 
of all of the firms in an industry. A perfectly competitive industry 
would have a Herfindahl score of 0, and a monopoly would be 1. The 
higher the number, the more concentrated the market. Notice that 
competition is being defined as market concentration.

The concept of natural monopoly refers to a situation where 
the economies of scale are so large that the optimal number of 
firms in the market is one. As we shall see, even in natural mon-
opoly situations this doesn’t mean that competition cannot occur. 
The water industry may be considered a natural monopoly, but it 
must still compete with other firms to acquire the scarce resources 
that they need. The copper used in pipes has multiple uses. Indeed 
the claim that “we can’t rely on competition because it is a natural 
monopoly” is flawed because we cannot tell if it is a natural mon-
opoly unless we see how competitive it is.7 In addition, we will look 
at how in some cases apparently “natural” monopolies rely on bar-
riers to entry (and not economies of scale), and how in other cases 
natural monopolies are beneficial for consumers.

5.2 Collusion

Focusing solely on perfect competition and monopoly deprives 
you of any real world application. It’s boring as well, because nei-
ther have scope for strategy. In the case of perfect competition 
firms are simply choosing a level of output in response to the 

The Guardian, 21 February (https://www.theguardian.com/media/2016/feb/21/chris 
-moyles-naive-joke-radio-x-breakfast-show-interview?CMP=share_btn_link).

7 See Mark Pennington’s (2010, p. 31) effective critique of Joseph Stiglitz’s arguments 
about natural monopoly.
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given market price (over which they have no influence). In a mon-
opoly the firm is making a pricing decision immune from the 
threat of competition. The concept of oligopoly is an attempt 
to make things more realistic, by introducing a degree of market 
power. It can be defined as a small number of sellers dominating 
the vast majority of a market.8 In contrast to perfect competition 
or monopoly, oligopolies give rise to strategic interaction, because 
your competitors’ decisions will have a direct impact on what 
happens to you. There are three forms of oligopoly model that are 
interesting to understand:

• Cournot competition. This is where firms simultaneously 
choose a level of output. They would both like to split the mar-
ket in two (i.e. act as a shared monopoly) but this isn’t a stable 
outcome since both firms have an incentive to produce slightly 
more than the other in order to boost their own profit.

• Stackelberg competition. Where firms can make a sequential 
choice and first mover advantage means that whichever firm 
moves first can enjoy higher profits.

• Bertrand competition. Where firms simultaneously choose a 
level of price. Similar to Cournot competition, they would like 
to charge high prices and act like monopolists. But they both 
have an incentive to undercut the other and capture the entire 
market. At the extreme Bertrand competition demonstrates 
how you can end up with the perfectly competitive outcome (i.e. 
P = MC) with just two (non-collusive) firms competing. You 
can think of Unilever and Procter & Gamble as an example of 
two firms that dominate a market (in this case consumer goods) 
and yet still compete such that prices are close to marginal cost.9 

8 This is typically interpreted to mean three to four firms controlling more than 80% of 
the market.

9 This can provide useful information because provided the market is competitive 
there’s little need to shop around for lower prices. As Jack Reacher noticed: “[He] 
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Indeed in some situations you don’t even need a second firm, 
simply the threat of entry is sufficient to ensure the monopolist 
doesn’t abuse their position. One Time Warner customer in 
Kansas City was very pleased to receive an increase in the speed 
of their internet service (from 10mbps to 15mbps) in addition 
to a cut in the price (from around $40 per month to $25). The 
reason for this was the potential entry of Google Fiber.10

The reason regulators are particularly keen on oligopoly theory is 
because strategic interaction generates the possibility of collusion. 
The concern is that oligopolistic firms operate as a shared monop-
oly, i.e. a cartel. A cartel is an organization of sellers designed to 
coordinate supply decisions so that the joint profits of the mem-
bers will be maximized. But how worried should we be? It’s a 
remarkable fact that even successful collusive behaviour fails to 
last over time. For example, in 1973 OPEC reduced oil produc-
tion by 12% almost overnight. As you might expect, the price of 
a barrel of oil shot up – rising from $9 before the hike to $50 by 
1980.11 This is precisely why regulators fear cartels. But in 1988 
it was back down to just $15. What happened? Here’s a clue: in 
1973 50% of global oil was produced though OPEC. In 2006 it 
was 35%. Those high oil prices were a signal that incentivized 
several entrepreneurial responses:

• People conserve existing oil – people stop using oil for their less 
pressing needs.

• Buyers find substitutes for oil – remember that there are substi-
tutes for everything. You may think that there are no substitutes 

walked back out and over to the Delta counter. The ticket price was the same as 
United’s. He knew it would be. It always is, somehow” (Child 1999, p. 42).

10 Northrup (2013).

11 These figures are for 1990 prices (Collusion and OPEC. The Filter, February 2008 
(https://thefilter.blogs.com/thefilter/2008/02/collusion-and-o.html)).
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for oil, but we always have a choice. If not oil, then gas or batter-
ies. At the extreme consumers are able to abstain.12

• Suppliers (existing and potential new ones) search for new oil – 
oil companies won’t be investing billions of dollars searching for 
oil in Nigeria when it sells for $9 a barrel, but at $50 a barrel it 
may well become profitable.

The result of OPEC’s supply side shock wasis that within 15 years 
prices had halved, and the world became less reliant on OPEC. So 
although cartels have immense power to inflict damage on con-
sumers, they only have a limited ability to follow through with this. 
The more they abuse their cartel position, the less stable it becomes.

I’m not trying to trivialize what was an incredibly important 
episode. Fifteen years is a long time, and OPEC still have signifi-
cant power. But this is a “worst case scenario” – an oligopoly that is 
actually run as a cartel in one of the most important global indus-
tries that is deliberately trying to exploit customers … and yet their 
power was significantly diminished.13

But even if we agree that restricting supply makes customers 
worse off, don’t producers have the right to choose their own level 
of output? The Trappist Abbey of St Sixtus of Westvleteren will only 

12 In the chilling novel Engleby (Faulks 2007), a vegetarian saw “a single dish of sweaty 
dumpling and gravy” and complained to a steward that there was no option available. 
The unhelpful yet accurate response was, “Of course there’s an option, miss. You can 
either ’ave it, or not ’ave it.”

13 In the early 1980s Saudi Arabia, one of the biggest members of OPEC, cut its output 
by 75%. This raised prices but in doing so prompted an increase in production from 
Britain and Norway. As The Economist says, “such tactics would be even more danger-
ous now. Keeping the price up would be good news for frackers”. (Making the best of 
a low price. The Economist, 6 December 2014.) In 2014, when the former energy min-
ister of Qatar was asked whether OPEC’s era of dominance was finished, he replied 

“it’s over. OPEC cannot play alone. This is why when OPEC met at the last moment 
they cannot decide it because if they will cut there is no meaning it will be the others 
who will benefit and even increase their production”. See Conway, E. (2014) OPEC’s 
dominance of energy market “is over”. Sky News, 22 December (https://news.sky.
com/story/opecs-dominance-of-energy-market-is-over-10378080).
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sell two cases of their famous dark ale to each customer, who must 
have previously made an appointment to visit the Abbey. In Novem-
ber 2011 the monks released a batch of 93,000 six-packs, but only 
decided to sell 70,000 of them in the whole of 2012.14 Should they 
be compelled to sell more? Most people would probably say no, and 
that the only times when restrictions of supply should be prevented 
are when they are done in concert with other “competitors”. But such 
collusive behaviour is inherently unstable. Experimental evidence 
reveals a number of factors that undermine attempts to collude:

• Number of firms – the bigger the cartel, the harder it is to 
maintain agreement.

• Detection of price cuts – it’s often difficult to tell if members 
are cheating.

• Low entry barriers – it’s not easy to prevent non-cartel mem-
bers from competing.

• Unstable demand conditions – firms may have different 
outlooks for future demand, and disagree on how they should 
respond.

• Difference in costs – if some firms are more efficient than 
others, they would prefer to capture more market share.15

This takes us back to the Keynes quote. You often encounter 
non-economists who argue that certain forms of market are condu-
cive to collusion, and that this leads to inefficient outcomes. They 
are correct. But economists devote a lot of time to the study of 
collusion and the basic conclusion is that it’s hard to see it work in 

14 Brewed force. The Economist, 17 December 2011.

15 Several of these factors combine in the presence of international competition. Mem-
bers of the UK electrical industry used to meet once a year in a hotel near Manches-
ter Airport to fix the prices of certain transformers. However, a reduction in tariffs 
and privatization of the electricity suppliers meant that consumers could import 
 foreign-made ones from companies that weren’t part of the cartel.
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theory, and rare to see it work in practice. Even if collusion occurs 
in practice, this doesn’t necessarily mean that the benefits of trying 
to prevent it outweigh the political costs of intervention. In many 
cases collusion breaks down naturally, and competition can act as a 
swifter regulatory device than regulatory intervention. For example 
Fred Foldvary and Daniel Klein show how technology changes can 
often solve market failure quicker than government.16 And regu-
lating through competition avoids the danger that the regulatory 
agency gets captured by the industry, and ends up protecting the 
competitors, as opposed to competition.

Perhaps the biggest downside of regulation is that it has what 
Jeffrey Friedman refers to as “a homogenising effect on market 
behaviour overall”.17 It is in the nature of markets for firms to 
compete on different margins, and to experiment. This is how we 
discover what works, and what does not. By definition, regulation 
imposes a single opinion on all participants. It forces everyone to 
act in the same way. This creates systemic risk, because if that way 
turns out to be misguided, we have no alternative.

As of 2014 the UK regulatory body was the Competition Com-
mission (CC), which describes itself as “an independent public 
body that conducts in-depth inquiries into mergers, markets and 
the regulation of the major regulated industries, ensuring healthy 
competition between companies in the UK for the benefit of com-
panies, customers and the economy”.18 It investigates mergers when 
the business being taken over has a turnover in the UK of at least 
£70 million; or the combined businesses supply (or acquire) at least 
25% of a particular product or service in the UK (or in a substantial 
part of the UK), and the merger results in an increase in the share 
of supply or consumption. In order to do this they first define the 

16 Foldvary and Klein (2003).

17 Friedman (2010, p. 45).

18 Taken in 2014 from http://www.competition-commission.org.uk/about_us/, which has 
since closed. Its functions were transferred to the Competition & Markets Authority.
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market, then calculate the market concentration, and then make rec-
ommendations. These could include price ceilings, the forced sale of 
business units, or forced joint ventures. But are they necessary? Just 
because a firm has more than 25% market share doesn’t mean that 
we automatically get bad outcomes associated with “monopolies”.

5.3 Platforms

Every market transaction has two sides, with consumers on one 
side and producers on the other. And every firm will play the 
role of buyers and sellers in different transactions. A supermar-
ket will buy products from food distributors, and sell them onto 
customers. However, they will only be dealing with one side of 
the market at a time. In situations where firms deal with both 
sides simultaneously, they aren’t just participating in a market, 
they are the marketplace. Credit card companies operate in what 
is known as a “two-sided industry” because they need to attract 
businesses that accept their use, as well as customers to carry 
them.19 Their pricing strategy will be different from “one-sided” 
firms, because if their user base increases, it will increase demand 
for their product.20 They might give away free card readers to 
restaurants, to generate a large network effect. Before the 1950s 
the only way for consumers to buy goods on credit was to have 
a separate relationship with each store. It seemed obvious that 
there was an opportunity for a single firm to take over these credit 
agreements and provide a simple, centralized billing process. But 

19 Matchmakers and trustbusters. The Economist, 8 December 2005.

20 This has an impact on how such firms are regulated because it may be profit maxi-
mizing to charge prices that bear little relation to their costs. The main insight from 
the static approach is that in perfect competition price should equal marginal cost. 
But in some situations the P = MC framework breaks down completely. Nightclubs 
know that if they discount the entry for women, they can charge higher prices to 
men. Entrepreneurs are constantly generating pricing strategies that pour scorn on 
the neatness of textbook theory. And this subjectivism and complexity undermine 
attempts to regulate pricing decisions.
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consumers wouldn’t carry a credit “card” unless they were sure 
that retailers would accept it. And retailers wouldn’t install the 
necessary hardware unless consumers were already carrying the 
cards. As Fisman and Sullivan retell, the Bank of America over-
came this vicious circle by sending 60,000 live credit cards to 
their customers.21 Once the market was created, it took off.

A platform exists when a firm creates and operates a market-
place that allows buyers and sellers to transact with each other. As 
the internet has made it easier to create virtual markets, platforms 
have become increasingly important business models. Craigslist, 
Amazon and eBay aren’t attempting to arbitrage their way to profit, 
they do so by linking traders and taking a cut from the transaction. 
Einav, Farronato and Levin list some common features of platforms 
that connect buyers and sellers in a peer-to-peer market22:
• Low entry costs for sellers
• Spot transactions (i.e. no employment relationship)
• Use of technology (such as auction design) to match buyers and 

sellers in better ways
• Use of customer reviews and testimonials as feedback mecha-

nisms rather than certification
The sharing economy23 is platform based, allowing people to 
exchange everything from houses (Airbnb) to car journeys (Uber) 
to start up financing (Kickstarter).

On a platform, the value being created derives from connecting 
different groups. Mastercard links cardholders and retail merchants. 
Facebook links users and advertisers. Apple links phone owners and 

21 Fisman and Sullivan (2016, p. 113).

22 Einav et al. (2016).

23 As Michael Munger (2020) points out, many consumers who use platforms are trying 
to access goods rather than share them. He cites Eckhardt and Bardhi (2015): “This 
insight − that it is an access economy rather than a sharing economy – has important 
implications for how companies in this space compete. It implies that consumers 
are more interested in lower costs and convenience than they are in fostering social 
relationships with the company or other consumers. Companies that understand this 
will have a competitive advantage.”
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app developers.24 On platforms, scale becomes incredibly important. 
The more participants a marketplace can attract, the higher the 
potential gains from trade. Therefore platforms will do their utmost 
to increase the number of users. A large user base can be treated 
as a type of economy of scale, which has led some people to worry 
that platforms give rise to natural monopolies. In an infamous art-
icle published in 2007 John Barrett warned that the then dominant 
social media platform was a natural monopoly. In some ways, his 
analysis was prescient, arguing that the company was:

the largest social network and its value, like any other net-
work, grows as the number of users increases. It also grows 
as the amount of information it holds increased.25

The only problem was that the company he was worried about … 
was MySpace. It’s one thing to recognize that the dynamics of a 
particular industry favour economies of scale, but it’s quite another 
to believe that specific firms will capture those gains and that once 
they have done so the forces of competition lessen. Successful plat-
forms aren’t always first movers, they’re the ones who understand 
the source of value creation. For example,

YouTube didn’t win the race to become the leading video 
sharing platform because it was first or because it got a nose 
ahead and vaulted to victory. It won because it figured out, 
over a very difficult start-up period when it could well have 
failed, the right formula for getting people to upload videos 
and getting people to view them.26

24 These examples come from Fisman and Sullivan (2016, p. 107).

25 Barrett, J. (2007) MySpace! is a natural monopoly. Tech News World, 17 January 
(https://www.technewsworld.com/story/55185.html).

26 Evans, D. S. and Schmalensee, R. (2017/18) Debunking the “network effects” bogey-
man. Regulation, Winter.
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In 2011 Apple had data for more than 50 million iTunes users, who 
were downloading a billion songs every four months. Spotify had 
no users and no data. But it entered the market and its model of 
easy to access, high-quality music streaming helped it to become 

“the leading source of digital music in the world”, with over 100 
million paying subscribers.27 Network effects can form part of a 
strategy, but can’t be a strategy by themselves.28

Firms that seek to increase their user base at all costs will dis-
cover that in many cases the quality of matches is more valuable 
than the quantity. When OpenTable entered the market for res-
taurant reservations they attempted to sign up as many users and 
restaurants as possible. However, their success came from a strate-
gic decision to change their approach, and specialize on high-end 
restaurants and individual cities. As Evans and Schmalensee say, 

“Simply building share is a naïve and generally unsuccessful strategy 
for most online platforms”29 – network effects are strongest when 
you have the right customers, as opposed to more customers.

Another reason why the strategic importance of platforms can 
sometimes be overblown is that network effects can work in reverse. 
In many situations the forces that enable a platform to grow quickly 
can also cause it to suddenly collapse. The reason no one fears 
the market dominance of MySpace any more is that when a rival 
emerged that found a better formula for satisfying people’s social 

27 Evans, D. S. and Schmalensee, R. (2017/18) Debunking the “network effects” bogey-
man. Regulation, Winter, p. 39.

28 For social media platforms an important consideration is the extent to which they are 
responsible for the content being shared. Few people would hold a telecoms company 
responsible for the things that people say over the phone, and Facebook argue that, 
likewise, they are merely enabling peer-to-peer communication. However, Facebook 
does make editorial decisions and it cultivates and directs content. So although it is 
not like a traditional media company, it resembles one in various ways. It seems to fall 
into a new category, and one that is emerging and changing over time. This makes it 
hard to regulate and constitutes a key strategic consideration.

29 Evans, D. S. and Schmalensee, R. (2017/18) Debunking the “network effects” bogey-
man. Regulation, Winter.
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media needs, people switched to Facebook. Social media providers 
are free to use in order to encourage people to sign up. But this also 
means that people can try out competing services easily. Users can 
maintain their Facebook accounts while trying WhatsApp, Slack 
and TikTok. In the same way that a critical mass of users makes 
a network highly valuable, if people start to leave this can cascade 
very quickly.30

Rather than viewing platforms as places where competition fails 
to take place, we need to understand the rise of platform compe-
tition. Even if there’s only a small number of firms competing to 
become a dominant platform, this doesn’t mean that the market 
isn’t competitive. On the contrary, the efforts to generate network 
effects, and keep them, can be substantial.

5.4 Market contestability

Recollect that in equilibrium perfectly competitive firms make zero 
profit. If this is true, then if you observe profit in the real world it 
implies that the market is not perfectly competitive. This is a prob-
lem, because the allocative and productive efficiency conditions fail 
to hold, and so we have the standard justification for competition 
regulation: the market is inefficient. But let’s read that statement 
again. In equilibrium perfectly competitive firms make zero profit. 
The existence of profit could also imply that the market is in dis-
equilibrium. We have a choice to make here. Do we view profit as 
a sign of inefficiency, or do we view it as a sign that we’re in dis-
equilibrium? The static approach is to assume we’re in equilibrium, 
and therefore we view profit as a sign of inefficiency. The dynamic 
approach is to conclude that the market is simply in disequilibrium. 
And when you look at the absurdity of some of the assumptions we 

30 It’s precisely because of this vulnerability that Facebook may seek greater government 
regulation, knowing that this will introduce barriers to entry and protect them from 
future competition.
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made at the beginning, this shouldn’t be inconceivable. Deviations 
from those assumptions aren’t signs of inefficiency, but signs of dis-
equilibrium. According to F. A. Hayek,

[in competitive equilibrium] it is assumed that the data for 
the different individuals are fully adjusted to each other, 
while the problem that requires explanation is the nature of 
the process by which the data are thus adjusted.31

It’s not surprising that profit seems an anomaly when you’ve already 
assumed that markets clear. In the real world, profits are the tem-
porary phenomena that help them to do so.32 As Israel Kirzner said,

Pure profit opportunities emerge continually as errors are 
made by market participants in a changing world. The inev-
itably fleeting character of these opportunities arises from 
the powerful market tendency for entrepreneurs to notice, 
exploit, and then eliminate these pure price differentials.33

Profits are not only temporary, according to this view, but also per-
haps illusionary. Lipset and Schneider find that the public have a 
tendency to overestimate how much profit firms make.34 There is 
often public support for taxes on the windfall profits of oil and gas 
companies, but in 2013 the profit margin for “major integrated oil 

31 Hayek (1948 [1980], p. 94). Indeed, we need to choose between a static and a dynamic 
approach. As Kenneth Boulding (1966, p. 9) put it, “We are not simply acquiring 
knowledge about a static system which stays put, but acquiring knowledge about a 
whole dynamic process in which the acquisition of knowledge is itself a part of the 
process.”

32 It’s important to remember that we’re talking about economic profit here, not ac-
counting profit. In many cases what people observe as profit is in fact a loss, once 
opportunity costs are factored in.

33 Kirzner (1982).

34 Lipset and Schneider (1987, pp. 176–78).
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and gas” firms was just 6.1%.35 But even if our understanding were 
accurate, a firm’s accounting profit would overstate its real (or “eco-
nomic”) profit. That isn’t to say that firms don’t make profit. But we 
need to carefully understand the social importance of profit.

In January 2008 Exxon Mobil announced record profits of 
$40bn. Most of us recoil at the largesse and think of things such as 
greed and desert. But profit serves two functions:

1. Profit provides an incentive – a reward for entrepreneurial 
discovery.

2. Profit provides knowledge – a signal to mobilize resources.

One of the most important lessons of economics is seeing beyond 
the incentive function (and the issue of motivation) to consider 
the knowledge function (and the issue of calculation). Profit isn’t 
merely a return on investment; it’s the signal that allows entrepre-
neurs to navigate the market. Recollect that profit derives from 
an entrepreneurial exposure to uncertainty. It can be defined as 

“residual earnings after all contractual claims (incurred for the use 
of resources) have been met.”36 This is taking a dynamic view of 
markets. By contrast the static view defines profit as “passive or 
accidental earnings as a consequence of deviations from perfect 
competition”. Sometimes these are referred to as rents, and imply 
that profits are regrettable and the only thing they signal is ineffi-
ciency and waste.

We can see this distinction between the dynamic and static 
view more sharply when we look at the implications for advertis-
ing. According to the static view, espoused by the likes of J. K. Gal-
braith, brands are a socially wasteful attempt to either signal wealth 

35 Using http://biz.yahoo.com/p/sum_qpmd.html. The most profitable industry on the 
list was “Broadcasting – TV”, but we tend not to hear much about that.

36 Knight (1921 [2006]).
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or capture rents. But advertising is only seen as inefficient “rent” if 
you believe that the conditions of perfect competition already hold. 
According to the dynamic view, put forward by the likes of F. A. 
Hayek, advertising (i.e. the diffusion of information relating to prod-
ucts) is the means to generate the type of knowledge that perfect 
competition presupposes! Brands have important information con-
tent, and if we didn’t have them where else would tastes come from?

Thus far we’ve contrasted the static and dynamic view of mar-
kets and suggested that by defining competition based on concen-
tration, regulators misunderstand the nature of the market pro-
cess. So what’s the alternative? For a start, we need to recognize 
that historical or hypothetical ideal states are not the appropriate 
benchmark. We shouldn’t compare to the past, because the data 
will have changed. And although perfect competition is a useful 
thought experiment to compare the real world, it’s misleading to 
see it as an attainable goal. In 2007 the only two US satellite radio 
stations on the market – Sirius and XM – wanted to merge. Reg-
ulators objected on the grounds that moving from two firms to 
one reduced competition. And indeed in terms of market concen-
tration, this is correct. The market would likely be more efficient 

– and therefore consumers best served – with more stations, not 
fewer. But as Steve Chapman pointed out, “the alternative to one 
(merged) satellite radio company may not be two companies but 
none”.37 The main reason they wanted to merge was because they 
were losing money.

It’s important to make a clear distinction here between barriers 
to entry and costs of entry. In particular:

• Costs of entry aren’t bad per se – they are an important part 
of the market process. Since they reflect real scarcities they pro-
vide a market test for potential entrepreneurs and in doing so 

37 Chapman (2007).
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prevent resources being wasted. They are an unavoidable con-
straint on business.

• Barriers to entry are imposed upon a market process. Because 
they are a political phenomenon they are unrelated to the cost 
(in terms of resources used) of a particular product. Unlike costs 
of entry, barriers can prevent value-added enterprises from satis-
fying unmet needs. They are an unnecessary obstacle to business.

In the UK more than 90% of motorway service stations are oper-
ated by just four companies – Extra, Moto, Roadchef and Welcome 
Break. But this lack of competition is not a market failure, it is the 
result of barriers to entry. It is very hard to get planning permission 
to build new ones, and they cannot be made into a destination in 
their own right.38

Another type of barrier to entry is occupational licensing. Many 
people would argue that professions such as doctors or lawyers 
should require a government-approved licence to operate, but how 
about interior designers? According to The Economist, “Florida will 
not let you work as an interior designer unless you complete a four-
year university degree and a two-year apprenticeship and pass a 
two-day examination.”39 They claim that the number of workers 
that need a licence has risen from under 5% in the 1950s, to around 
30% now. To see how such mandatory licences harm labour mobil-
ity, consider the following example,

Jestina Clayton is an African hair-braider with 23 years of 
experience. But the Utah Barber, Cosmetologist/Barber, 

38 As anyone who has chauffeured a group of intoxicated Bayern Munich fans around 
the M25 will attest, there are not enough service stations to provide adequate toilet 
facilities on Britain’s busiest motorway. And yet when Cobham services opened in 
2012 it came after 19 years of planning. It is also one of the few service stations in the 
UK to have an “El Mexicana” canteen, meaning that for me at least it constitutes a 
destination in its own right. (Serviceable. The Economist, 5 January 2013.)

39 Rules for fools. The Economist, 14 May 2011.
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Electrologist and Nail Technician Licensing Board told her 
that she cannot practise her craft unless she first obtains a 
license – which means spending up to $18,000 on 2,000 
hours of study, none of it devoted to African hair-braiding.40

You don’t need to be a conspiracy theorist to wonder whether these 
regulations are designed to help protect consumers, or to help pro-
tect the interests of incumbent firms. Patents are another example 
of genuine barriers to entry, and thus anti-competitive behaviour.41

Although barriers to entry play a critical role in harming the mar-
ket process, there is a tendency for people to use the term “barrier” 
too loosely. Based on the definitions above, things like economies 
of scale, product differentiation, advertising or network effects are 
in fact costs of entry, not barriers. Often they are real scarcities (e.g. 
advertising costs), or costs already incurred (e.g. start-up costs). If 
a potential competitor cannot cover these costs, then it is not a 
profitable venture and it is not a market failure if they are unable 
to gain command of scarce resources. After all constraints play an 
important role in assuring the efficient allocation of scarce capital – 
it’s only obstacles that undermine this process.

Let us define a competitive market not as containing perfect 
competition characteristics (i.e. by market concentration), but one 
that is contestable. In other words, provided that new entrants are 
able to challenge for the profits being generated by incumbents, the 
market is competitive. If we define a monopoly as “an enforceable 
property right in a product or market share”42 then we see that 

40 Rules for fools (emphasis added).

41 This is a controversial topic and it would be bold to claim that all patents are rent 
seeking. The optimal amount of protection for intellectual property may be above 
zero, but it’s almost certainly significantly less than the amount countries typically 
have. Another type of entry barrier is control over essential resources. But these cases 
are hard to find in practice.

42 O’Driscoll and Rizzo (1985, p. 149).
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it’s an extra-market phenomenon. Monopolies can only persist if 
legally protected. Since the barriers to entry and exit are controlled 
by government regulations, their only responsibility in providing a 

“competitive market” is refraining from restrictions on businesses. 
Remarkably, according to this view, regulation and competition 
policy are not ways to control monopolies – they’re the reason mon-
opolies exist! Regulations can be counterproductive since they raise 
the cost of doing business, offering an advantage to existing firms, 
or larger ones who can afford legal advice and regulatory expertise.

A dynamic view of markets sees temporary profit as a sign of 
the market functioning well, and sees little harm in sustained 
profits provided they’re based on superior efficiency.43 Japanese zip 
manufacturer YKK have around 40% of the global market, but 
few people are concerned about their monopoly power.44 It’s quite 
possible that a small number of firms have long-run average total 
costs curves such that they can produce goods at a cheaper per unit 
price than their rivals. In this situation they may well generate a 
large market share and prices will be higher, and output lower, than 
it would be in a theoretical economist’s unobtainable imagination. 
But as F. A. Hayek said,

A monopoly based on superior efficiency… does compara-
tively little harm as long as it is assured that it will disappear 
as soon as anyone else becomes more efficient in providing 
satisfaction to the consumers.45

43 If you think that big firms can exploit customers consider the following. Pharmaceu-
tical companies have a drug that reduces the chance of dying from cancer by 20%. 
And yet you can buy a 100-day supply for under $1. (Wonder drug. The Economist, 11 
December 2010.)

44 The invention, slow adoption and near perfection of the zip. The Economist, 18 Decem-
ber 2018.

45 Hayek (1948 [1980], p. 105).
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To justify the claim that “monopolies” that are based on superior 
efficiency may not be so bad, consider three examples of some par-
ticularly maligned ones: Walmart, Starbucks and McDonald’s.46 
Instead of viewing them as socially harmful monopolies (the static 
view), we will look at the case for them being socially beneficial, 
and highly competitive (the dynamic view).

• Walmart
The reason regulators intervene in monopolies is because of a fear 

that firms with market power will exploit this position to restrict sup-
ply and raise prices. This was what OPEC did. But ironically some 
large firms are criticized for supplying too much and for undercut-
ting their rivals.47 But low prices are good for consumers. Walmart is 
one of the chief examples of how big box retail generate economies 
of scale, and how those efficiency gains benefit society. Whatever 
your thoughts on the aesthetics of Walmart, don’t underestimate the 
savings it has generated for ordinary consumers. Attempts to meas-
ure this vary, but according to one study “the presence of Walmart 
translates directly into consumer savings amounting to $287 billion 
in 2006 – $957 per person and $2,500 per household.”48 And note 
that you don’t even have to shop at Walmart to enjoy this because 
their presence lowers prices in all supermarkets.

It is common to lament the fact that such savings come at the 
expense of community, but there are two alternative points to 

46 Even though I am defending three specific corporations, economics teaches us that it 
is the marketplace that matters and not individual firms per se. It would be wrong to 
believe that the analysis that follows justifies treating these companies any differently 
to their existing and potential rivals.

47 Indeed when Microsoft came under scrutiny by competition authorities it was because 
they were making their product (Internet Explorer) too readily available. This ties into 
the old joke: if your prices are lower than your competitors’ prices, you are done for 
dumping; if they are higher than your competitors’, you’re done for exploitation; and 
if they are the same as your competitors’, you’re done for collusion. You can’t win!

48 The price impact of Wal-Mart: an update through 2006. Global Insight.
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consider. When Lidl opened a store in Baltimore (Ireland, not 
Maryland), there was a local boycott because it threatened the 
existence of the existing independently run shop. But before long 
people began to see how much cheaper the new store was, and 
wondered why they’d been paying so much for so long. The owners 
of the original shop ended up selling it because of the backlash.49 
There is also an important point about the coincidence of retail and 
women’s liberation.50 The fact that supermarkets are “anonymous” 
is one of the reasons why people – women in particular – may 
prefer them. When the Universities of Surrey and Exeter did a 
project on shopping in post-war Britain they found some fascinat-
ing examples, including how it wasn’t just their convenience that 
attracted young and  working-class women,

A retired secretary recalled, as a young bride, asking the 
butcher for a tiny amount of mince. “Oh having a dinner 
party, madam?” he sneered. A woman who bought anything 
expensive or unusual risked disapproving gossip, spread by 
shop assistants. The project found press advertisements pro-
moting the anonymity of supermarkets.51

Supermarkets have had a phenomenal impact on affordability, 
quality and variety of food consumed. Thanks to supermarkets the 
price of groceries fell by a third from 1975 to 1997 (in real terms), 
and there was more than a tenfold increase in the range of prod-
ucts.52 We have economies of scale to thank for that. By providing 
cheap and plentiful food supermarkets have freed consumers from 
the tyranny of local oversight.

49 My knowledge of this story from Ireland comes from family and friends that live in 
the town.

50 Zola (1883 [2008]).

51 A nation of shoppers. The Economist, 21 May 2011 (emphasis added).

52 One to ten. The Economist, 7 July 2012.
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But this doesn’t mean that supermarkets ignore community 
altogether. There is an iconic photograph of a convoy of Walmart 
lorries attempting to deliver products to Louisiana, after Hurricane 
Katrina struck the Gulf Coast in 2006. But they were parked on 
the freeway because they didn’t have authorization from FEMA 
(the federal body that manages emergencies) to enter. While the 
government bureaucrats dithered, commercial enterprises like Wal-
mart had plans to serve their customers. Steven Horwitz has docu-
mented the lengths that Walmart went to, and even sheds light on 
the motivations that lay behind them.53 In the middle of the crisis 
the CEO sent the following private memo to employees:

A lot of you are going to have to make decisions above your 
level. Make the best decision that you can with the informa-
tion that’s available to you at the time, and, above all, do the 
right thing.54

• Starbucks
Traditionally, competition policy is supposed to protect con-

sumers from the special interests of producer groups. But some 
people argue that although some monopolies can benefit con-
sumers, they have a negative impact on their rival producers. Aside 
from the fact that this is what is supposed to happen in a competi-
tive system (regulators are supposed to protect consumers, not rival 
firms), it’s not necessarily true. Starbucks are routinely accused of 
putting small independent coffee shops out of business. But during 
their high growth phase of 2000–2005 the number of small inde-
pendent coffee houses in America actually increased by 40%. A 
Slate article points out that when Starbucks opened six new stores 
in Omaha in 2002, business at all coffeehouses rose by almost 

53 Horwitz (2009).

54 Rosegrant (2007, p. 5). Cited in Horwitz (2009, p. 516).
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25%.55 Partly this is because Starbucks are good at predicting areas 
of high-income growth. But partly it’s because Starbucks increased 
the demand for coffee, and this spills over into the entire industry.

• McDonald’s
Finally, let’s not forget the employees of these monopolists. In 

April 2011 despite rising food prices and an economic downturn, 
McDonald’s created 50,000 new jobs.56 McDonald’s operates a 
franchise business model, which means that running a McDon-
ald’s is an opportunity for entrepreneurs to access their economies 
of scale and run a successful business. In a 2007 Washington Post 
article George Will made the incredible claim that “McDonald’s 
has made more millionaires, and especially black and Hispanic 
millionaires, than any other economic entity ever, anywhere.”57 
Thus far I’ve not been able to find a counterexample.

Some people have argued that large employers such as Walmart, 
Starbucks and McDonald’s exploit their employees by paying them 
a wage that is below a “living wage”. But these companies are not 
monopolies in the sense that their employees don’t have a choice. 
If someone voluntarily chooses to take a low-paid job, it is because 
they deem it the best option available to them. It seems odd to 
denigrate the employer – the organization providing them with the 
main share of any “living wage” – for not doing more.58

55 Clark (2007).

56 The bottom of the pyramid. The Economist, 25 June 2011.

57 Will (2007).

58 The same logic regarding the menu of choices applies to sweatshops. To outside eyes 
they may seem like exploitation, but if you believe in the autonomy and dignity of 
those who voluntarily want the jobs, you have to conclude that they do so because 
their realistic alternatives are even worse. Closing sweatshops may seem a worthy 
goal, but what if their now unemployed workers become prostitutes? In many circum-
stances this is indeed the next best alternative. We all rank order our preferences and 
commit our resources to achieving the most pressing. We help those less fortunate by 
expanding their menu of choices, not by removing the top of their list (see Powell and 
Skarbek 2006; Powell and Zwolinski 2012; Powell 2014).
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5.5 Monopoly power

When we talk about “dynamic” competition timescale becomes very 
important. And no one would argue that the profits of Walmart, 
Starbucks and McDonald’s are “fleeting”. But it’s surprising just how 
quickly large businesses can feel the forces of competitive pressure. 
Although monopolies have a strong incentive to prevent competition, 
it is incredibly difficult to maintain a monopoly position over time. 
There is a perennial battle for the consumer’s budget, meaning that 
competition is always taking place. Even though the railroad compa-
nies were big and powerful, they couldn’t prevent the emergence of 
cars and planes. Long-run average costs will always slope upwards at 
some point, and a natural monopoly can only exist for as long as it 
retains its efficiency. As Ludwig von Mises said,

What a newcomer who wants to defy the vested interests 
of the old established firms needs most is brains and ideas. 
If his project is fit to fill the most urgent of the unsatisfied 
needs of the consumers or to purvey them at a cheaper price 
than their old purveyors, he will succeed in spite of the much 
talked about bigness and power of the old firms.59

Empirical evidence – over a reasonable time horizon – backs this 
up. If you looked at the Forbes 100 list of the biggest companies in 
the US in 1917, and compared it to 1987, you’d find the following:

• 61 of the firms no longer existed.
• 21 of them still existed, but had fallen out of the top 100.
• Only 18 of them were still in the top 100.

59 Mises (1949 [1996], p. 276).
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Of those 18, 16 fell behind the market average, meaning that just 
2% of the 100 biggest firms in 1917 outperformed the market over 
the next 70 years. They were General Electric and Kodak, which 
have since gone bankrupt. Indeed Kodak provides a fascinating 
case study because for a long time it seemed like a behemoth. Even 
though it pioneered the first digital cameras in the 1970s, most of 
its profits came from processing film. Ultimately it was unable to 
manage the transition from one technology to the other, and its 
historic market dominance made it harder to seize the future.

Of the 500 companies who formed the S&P 500 in 1957, only 
74 made it to 1997. And collectively, they underperformed the index 
as a whole by 20%.60 If you look at the 500 biggest US companies 
in 1980, less than half of them still existed in 2000. The bottom 
line is that it is incredibly hard to sustain competitive advantage 
over a reasonable period of time. And it seems that this process of 
creative destruction is increasing. According to The Economist, “In 
1980 a corporation in the top fifth of its industry had only a 10% 
chance of falling out of that tier in five years. Eighteen years later 
that chance had risen to 25%.”61 The more you look at the data, the 
more it seems that profits are indeed fleeting.62

Different fields within economics approach competition in 
slightly different ways. The industrial organization (IO) approach 
is to say that competition depends on industry characteristics such 
as:

• Threat of new entry (taking care to distinguish between the 
costs of entry and barriers to entry)

60 Beinhocker (2006, p. 331).

61 The transience of power. The Economist, 16 March 2013.

62 If you want to look at a more recent study over a shorter period of time, we can com-
pare the Euro Stoxx Index 50 from 1987 to 2005. Then only 10 out of 50 survived. If 
you look at the 500 biggest US companies in 1980, less than half of them still existed 
in 2000. (The silence of Mammon. The Economist, 19 December 2009.)



ChaPter 5

162

• Supplier power – i.e the market for your inputs – how easy is 
it to obtain raw materials, do you have a strong distribution 
channel, how unionized is your labour force

• Buyer power – i.e the market for your outputs – to what extend 
do your customers rely on your product, how loyal are they, 
what are their switching costs

• Threat of substitutes – what others goods and services are on the 
market, or could be brought to market, that attempt to satisfy 
the same needs that you do

• Firm rivalry – how is the firm positioned relative to the industry 
as a whole, what is your competitive advantage and core strate-
gic positioning

These five forces of competition were pioneered and popularized 
by Michael Porter.63 In cases where it’s hard to define the product 
or the market the five-forces framework can help. The resource-
based view (RBV) says that competition depends on having super-
ior resources (which are heterogeneous and immobile), for example 
technology, physical capital, intellectual assets, human capital, 
financial resources and organizational excellence. Therefore the 
advice to practitioners is to reduce costs, increase value (e.g. through 
product differentiation) and reduce competitive intensity. But why 
bother doing any of this if profits are a sign of uncompetitiveness? 
In order for companies to have space for wealth creation there 
needs to be a regulatory environment conducive to entrepreneur-
ship. Ultimately, that means the removal of government-spawned 
barriers. Anti-monopoly policy is remarkably simple. In the words 
of the anarcho-capitalist Murray Rothbard,

63 Porter (2008). Some people treat government as a sixth force but it is better to view 
this as something that affects all of the other forces. Similarly the impact of comple-
ments can also be included without altering the basic value of the original five-forces 
model.
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Opinion has been traditionally “antimonopoly.” Yet it is 
clearly not only pointless but deeply ironic to call upon 
government to “pursue a positive antimonopoly policy.” Evi-
dently, all that is necessary to abolish monopoly is that the 
government abolish its own creations.64

The idea that capitalism generates an increasing concentration of 
capital is a compelling and deep-rooted one.65 But it is theoretically 
unsound (due to increasing costs of management); and empirically 
invalid (industry concentration has fallen considerably since the 
1950s).66 It stems from the mistaken view that since perfect com-
petition delivers efficiency, deviations from perfect competition is 
inefficient. But as this chapter has argued, “the argument in favour 
of competition does not rest on the conditions that would exist if 
it were perfect.”67 If we view the market as a dynamic process, it is 
contestability not concentration that matters. Provided markets are 
contestable, monopolies don’t last over time, and – because they 
arise due to superior efficiency – are largely beneficial to consumers. 
We can finish with a lengthy, but highly prescient quote from John 
Mathews:

The idea of perfectly competitive equilibrium has become 
so central, so axiomatic, that its absence is now referred 
to as a case of market imperfection, or market failure, or 

64 Rothbard (1970 [2009], p. 1143).

65 Marian Tupy argues that before the nineteenth century the vast majority of economic 
output came from family-owned farms or small enterprises in towns. The rise of large-
scale manufacturing then created a new industrial, capitalist class with an increasing 
concentration of wealth. At the time, no one knew how large corporations could grow, 
and the potential for ever increasing economies of scale seemed plausible. See Tupy, 
M. (2017) Corporations are not as powerful as you think. Reason, 31 October (https://
reason.com/2017/10/31/corporations-are-not-as-powerful-as-you/).

66 Ghemawat (2011).

67 Hayek (1948 [1980], p. 104).
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information asymmetry, and so on – all terms connoting 
a departure from the ideal. Yet there is a marked cognitive 
dissonance between the perfect equilibrium of these eco-
nomics models and the day-to-day business reality that real 
firms face – one where prices have to be discovered, where 
competitors’ innovations can take away your market, where 
competitive intelligence has to be paid for (as opposed to the 
assumption securing PCE that information is costless and 
instantaneously transferred), and so on. Disequilibrium by 
contrast evokes chaos, unpredictability, messiness, risk, and 
uncertainty. It is uncharted territory.68

68 Mathews (2006, p. 3).


