CHAPTER 7
Busi ness Enterprise, Conpetition, and the Determ nation
of the Market Price

For markets to exist there nmust be continuous and sequenti al
transactions of specific products and the transactions nust
enabl e the enterprises to reduce thenselves. Both of these
requi rements require an extensive social network underlying the
transactions. At a mnimumthe social network must consist of
sone form of property rights, a social and physica
infrastructure that facilitates transactions, and a set of
under st andi ngs about the nature of the relations between
conpetitors, buyers and sellers about how business is done and
what are the appropriate structures and practices that conprise

busi ness activity. In fact, without such a social network, it is

not possible for markets to exist. Therefore, let us take a
closer ook at four of the essential conmponents of the social
network. The first conponent is for capitalist markets to exists
there nmust be clear definitions of capitalist property rights.

[ MORE VWORK HERE]

The second conponent are the general rules in a society that
define relations of conpetition, cooperation, and market specific
definitions of how enterprises should be organized. These
general rules will take two forns: |aws and nore informal
institutional practices. Laws specify how enterprises nmay
cooperate, conpete, or nmerge. These |laws, generally called
antitrust, conpetition, or anti-cartel |laws, are contested as

wel | . Al'l advanced i ndustrial societies have sone form of these
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| aws. This contestation occurs over their evolution from
proposal, to passage, to enforcenent, and to judici al
interpretation. The informal institutional practices are
enbedded in existing organi zations as routines. The nmechani sns
of transm ssion are nunmerous and range fromthe exchange of

prof essi onal managers to the existence of professional
associ ati ons and managenent consultants. They concern a | arge
nunmber of issues fromthe structure of the enterprise, to witing
| abor and managenent contracts, and where to draw the boundari es
of the enterprise. They also include the current conventi onal

vi ew of what constitutes |egal and ill egal behavior of
enterprises vis-a-vis one anot her.

The third conponent is the conception of market control that
is specific to the participants in a specific market or closely
related markets. Enterprises in markets are interested in
controlling their internal organization and their environnment so
as to be able to ensure their reproduction and growth. |In order
to do so, they nust have a set of understandings of how their
worl ds work that operate to structure their perception of their
world, allow themto interpret their world, and act. This kind
of | ocal knowl edge neans that enterprises with two different
conceptions of control will analyze the sanme situation in
different ways. One can also conceive of a conception of control
as a political conprom se that nmanagenent across enterprises use
to stabilize their relations with one another. The purpose of
action in a given market is to create and maintain stable worlds

within and across organi zations in the market. This requires a
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conception of control that inplies a cultural view of the world
specific to the market and a set of enforcenent mechani sns
whereby that view is held in place. The state nust ratify, help
create, or at the very least, not oppose the conception of
control. The specific formof control will reflect agreement on
princi ples of internal organization, tactics for conpetition and
cooperation, and the hierarchy or status ordering of enterprises
in the existing market.

The fourth conmponent are the rules of exchange, that is
rul es that define who can transact with whom and guarant ee t hat
the conditions surrounding the transactions are net. Rules nust
be established as relates to shipping, billing, insurance, and
exchange of noney. These conditions are inportant, not just
within societies, but becone even nore inportant across
societies. Clearly states are essential to the creation and
enf orcenment of rules of exchange.

Conpetition

The nost inportant formof potential instability in a market
Is price conpetition and the major objective of enterprises in
markets is to produce a formof control which will produce a
stable market. Before discussion those points in detail in
subsequent chapters, let us first discuss the notion of
conpetition and what affects its degree of severity within a

mar ket. Conpetition between enterprises in the production and

the sale of goods is the effort of such enterprises, acting
I ndependent|y of one another, each trying to make a profitable

volune of sales in the face of the offers of other enterprises
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selling (or possibly) selling identical or closely simlar
products. Aspects of conpetition include: price, selling costs
- advertising and service, and product 'devel opnent’.

The factors that m ght affect the strength of market
conpetition include the size of the business enterprise size and
mar ket concentration. To investigate the relationship between
enterprise size, market concentration and market categories, we
first need to define what is nmeant by size and then determ ne
whether it is appropriate for our use in discussing nmarket
concentration. Enterprise size can be defined in a variety of
ways: (1) total assets, (ii) value added (iii) invested capital,
(iv) sales, and (v) enploynent. Because we are interested in
mar ket concentration and the rel ationship between the enterprises
in the market with respect to the determ nation of the market
price, the only relevant definition of enterprise size is sales.

More specifically, because we are only interested (for the
noment) in the enterprise's size with respect to a single market,
its size can only be defined in ternms of its specific market
sales. Therefore a nulti-product enterprise m ght have a total
sales of X but only a percentage of it is found in any one
mar ket ; hence the enterprise's size for any particular market can
be defined as y=aX where y is the total sales in a particular
mar ket per time period, say, accounting period, a is the
percentage of total enterprise sales, and X is total enterprise
sal es for the accounting period.

Now we are in the position to discuss nmarket concentration.

Li ke enterprise size, market concentration can be defined in
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terms of invested capital, total assets, value added, sales and
enpl oynment; but we are only concerned with it being defined in
terms of sales. Mbreover market concentration can be neasured in

a variety of ways, each providing a specific kind of information.

a) Absol ute Measures of Market Concentration

(i) Concentration curve: it sinply traces out in a cunulative

manner the percentage of market sales with respect to the
cumul ati ve nunmber of enterprises starting with |argest size
enterprise first.

Figure 7.1
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(i) 4-enterprise concentration ratio - it is a point on the

concentration curve which denote the top four share of total
mar ket sal es.

b) | nequal ity Measures of Market Concentration

The above neasures of concentration deal with only part of

the enterprises in the market and have a difficult tinme
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expressing the inpact of the dispersion of enterprise sizes m ght
have on our understandi ng of market concentration. Hence a
summary neasure which accounts for firmsize inequalities is
needed.

(i) Gni coefficient - it is derived fromthe Lorenz Curve,

whi ch shows as a continuous function the percentage of total

sal es accounted for by any given fraction of the total enterprise

popul ation, with the enterprises ranked in order of market share.
Lorenz curves can be characterized nunmerically by neans of the

G ni_coefficient, which neasures the departure between the Lorenz

curve actually observed and the curve that woul d appear if al
enterprises had equal market shares. A Gni coefficient of zero
i ndi cates perfect equality of enterprises shares; a coefficient
of 1.0 reveals total inequality. The principle problemw th the
G ni coefficient is that it does not readily distinguish between
mar ket s that have few enterprises of equal size and many
enterprises of equal size.

Figure 7.2
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(ii) Herfindahl-Hirschman Index - H= s s;? where s; is the market

share of the ith enterprise. Wen a market is occupied by only
one enterprise, the index attains its maxi numvalue of 1.0. the
val ue declines with increases in the nunmber of enterprises n and
i ncreases with rising inequality anong any given nunber of
enterprises. By squaring market shares, the H index wei ghs nore
heavily the values for large enterprises than for small
enterprises.

Of all the measures of market concentration, the Herfindahl -
Hi rschman | ndex cones the closest to providing an understandi ng
of the correlation between market fornms, and nunbers of
enterprises and market concentration. A "low' value would
i ndicate that there are many enterprises in the market and that
size differentials are not great conpared to the market as a
whol e. Hence, junping ahead a bit, such a market could be
characterized as an associate market in that the enterprises nust
co-operate, say through a trade association, to set a stable
uni form market price. On the other hand, a high index woul d
i ndicate that there are few enterprises in the market and that
size differentials are great conpared to the nmarket as a whole
Hence such a market could be characterized as a | eadershi p market
in that a price | eader could exist who would set a stable narket
price. Finally an "in between" index would characterize a
| eader shi p/ associ ative market.

Mar ket Power and the Market Price
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Al'l enterprises have sone sort of market power and this

creates problens. Market power is the ability to inflict
unaccept abl e consequences upon conpetitors, suppliers, and/or
custoners; enterprises with market power have the ability to
elimnate the positive net cash flows of conpetitors, suppliers
and/ or custoners in so far as that cash flow derives from or
depends upon, activities in the markets in which the hol der of
mar ket power trades. The basis of market power are the
foll owi ng: nature of market, demand and inter-dependency;
controlling inputs/outputs of conpetitors; raising input prices
of conpetitors; |lowering output prices/cost advantages; financi al
strengt h--banks and funds generated in other unaffected markets;
and relative market concentration.

Since all enterprises in the market have sone degree of
mar ket power, the problem of establishing a comopn uniform market
price enmerges through the interaction between enterprises because
of their different characteristics. One such difference between
enterprises can be located in their cost structure with respect
to sequential production. To showthis, let us first consider a

descriptive nmarket cost curve. To construct such a curve, |let us

assunme that the nunber of enterprises in the market is given and
fixed, and that each enterprise in the market is producing at
normal (or standard) capacity utilization. G ven these
assunptions, and ranking the enterprises by cost, a descriptive
mar ket cost curve (DMCC) can be drawn:
Figure 7.3
Descri ptive Market Cost Curve

122



th

QR G G = G = G = G = G = G = QD

DmMCC*

0
OLLLLLLLLLLLLLLLLLLLLLLLLLLLLLLLLLLLLTL,
out put

where DMCC* is the descriptive market cost curve when each

enterprise in the market is producing at nornal

out put .

Now assum ng that the market price is fixed, that each enterprise
has decreasing ATC, and that relative market shares remain
constant in face of fluctuations in market output, the
descriptive market cost curve would |ie above the DMCC* if the
actual output of the ith enterprise is less than its nornal
out put. Conversely, the descriptive market cost curve would lie
bel ow DMCC* when actual enterprise output is above its nornal
flowrate of output. Gven this analysis of the DMCC, |et us now
i nvestigate it within the context of sequential production.

The novenent of the DMCC over production periods can be

presented in the foll owi ng manner

Figure 7.4
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The diagramclearly shows the novenent of the DMCC over siXx
production periods and the novenent of ATC of the high, nmedium
and | ow cost enterprises over the sane tine period. The diagram
also lets us make the follow ng significant points. First, if
the flow rate of output for each enterprise in production period
five is considered "normal' and MP; the market price, then each
enterprise in the market has a positive profit mark up or costing
margin and is making a profit in the 5th production peri od.
Secondly, when the market |evel of output falls bel ow that of
production period 5, the DMCC shifts upward and the profit margin
of the high and nmedium cost enterprises di sappears or becones
negative while the profit margin for the | owest cost enterprise
is less than its costing margin. Thirdly, given the market
price, a decline in the market (hence enterprise) output would
reduce the profit margin for each enterprise. |f the depressed
mar ket out put continues for a nunber of sequential production
periods, the high cost enterprises may run out of |iquid funds
needed to sustain sequential production. Consequently, instead

of passively going bankrupt, it will break rank and set a price
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which is lower than its conpetitors prices in an effort to

i ncrease sales and to produce a positive profit margin. |If all
enterprises in the market imrediately match the | ower price, the
net result will be a |lower costing margin hence profit margin at
any flow rate of output. This can be seen above if the market
price falls to MP, or MP, all the enterprises in the market wl|l
be worse off, especially the high and medium cost enterprises.
The above conclusion indicates that any price reduction will be
fruitless and inplicitly underm nes the enterprise's ability to
engage in sequential production. Therefore the question that
must be asked is why do enterprises initiate such acts of self
destruction. The answer can be found in the nature of sequenti al
production. |If a enterprise can charge/set a price |lower than
its conpetitors' prices without themknowing it, then its sales
will increase relative to the other enterprises as the floaters
and | ess strongly attached buyers change their buying patterns.
The price differential will last only as long as its existence is
kept fromthe other enterprises. Thus because price information
Is not generally instantly available to all enterprises in the

mar ket , individual enterprises can engage in one-upmanship

econom ¢ behavi or which can generate i medi ate profits but
ultimately results in a conpletely denoralized market and
i ndi vi dual self-destruction. This argunent can be illustrated in

Figure 7.5.
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Figure 7.5
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where HP is the price charged by the high cost enterprise;

HP = MP, when HP/ MP; < 1; and

HP = MP; when HP/ MP, < 1.
As Figure 7.5 indicates, the price policy of one-upmanship | eads
to extrenely | ow market prices and to the self-destruction of the
initiating enterprise. To elimnate it, the enterprises in the
mar ket must be able to control future prices.

A second such difference can be found in growth or market

sal es rate expectations. Because enterprises initiate plans to
i ncrease capacity ahead of actual sales, a change in the market -
hence enterprise - growh rate will initially exhibit itself as a
slunp in sales or no growh. Thus the enterprise's actual ATC

woul d nmost |ikely be higher than its counterpart NATC.

Therefore, given any market price, there will generally be sone
hi gh cost enterprise that will try to shade it in order to
increase its short termlevel of output. However, such a

enterprise policy, as noted above, would only be successful if it
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remai ned hidden fromits conpetitors; but that is generally

unli kely except for the briefest of tinme. Consequently
destructive price conpetition generally breaks out in this
transition period, leading to price instability and | ower
enterprise profits. Underlying this, 'superficial' response to
the change in the market growth rate is the overall conflict of
the enterprises' growh plans within the market. That is, sone
enterprises in the market mght try to maintain their accustoned
growt h through elim nating the higher cost enterprises by a price
war and occupying their econom c space. Thus market price
instability and | ow enterprise profits will exist for the period
of time while the enterprises in the market "work out” their
mutual |y i nconsistent growth plans.

There may be ot her reasons and characteristics of
enterprises which make it inpossible for a group of individual
enterprises to arrive at the sanme market price. Consequently,
there energes a set of market institutions and arrangenents
establi shed by the enterprises thenmselves to do the trick. These
institutions and arrangenments go under the nanmes of trade
associ ations, price | eadership, governnment regul ati on and

col | usi on.
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Exerci ses and Questi ons

Descri be the forces which determ ne the strength of market
conpetition.

Di scuss the extent that the severity of conpetition can
di ffer between markets.

Define market power and what is the basis of market power?

Why does narket depression destabilize the market price and
reduce profits?

Why does a significant and permanent drop in the market
grow h rate destabilize the market price and reduce profits?

ldentify two differences between enterprises in the sane

mar ket which creates the problem of establishing a single
mar ket price. Why do these problens push enterprises to set
up market institutions and other arrangenents whose purpose
is to establish a single market price?

Readi ngs
Clifton, J. A 1987. "Conpetitive Market Process.” 1In The
New Pal grave Vol. | Ato D, pp. 553 - 556. Edited by J.
Eatwell, M Ml gate, and P. Newman. New York: Stockton

Pr ess.

Ri chardson, G B. 1972. "Organization of Industry,"” The
Econoni ¢ Journal 82 (Septenmber): 883 - 896.

Fligstein, N. "Markets as Politics: A Political-Cultural
Approach to Market Institutions.” Anerican Sociol ogi cal
Revi ew (forthcom ng).

Moss, S. 1981. An Econom c Theory of Business Strategy.
New York: John Wley, ch. 8.

128



