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ABSTRACT

M.A. Thesis Some Economic Jonsideraticns Pertaining to the
Conduct .and Performance of Large Scale and
Small Scale Enterprise in Pactor Markets.

This thesig-begins with the view of some writers that factor
markets hay have been reiatively neglected in economic.analysis,
and that given trends in ihdustrial concentration and the possible
backward market effects, this could represent a significant over-
sight. The overall objective is to analyticaliy assess the
relevance of this viqﬁ. Within this analytical framework, the
importance attached to the dynamics of factor'market'trading
relations necessitates the consideration of both their economic,

and organisational/behavioural implications.

The thesis starts with a general verification of the
increasing trend in industrial concenirastion and then examines
ithe roie atiributed. to factor market considerationg. The apparent.

. Benefits of large scale purchasing lesads to a review of ecorcmic
theory which examines the condﬁct and performance implications of
tre varioﬁs types of factocr market stfuctures.' Relzative bargaining
rower is,identified:as a prime deierminant of outcomes in impérféctly
.competitive trading relations, and it is presented as being'a
function cf organisational dependency. A number of joint economic
and organiéational’behavioural determinants of denendency are
reviewed. This review also indicates that large buying units may‘
"use their relative bargaining power to reduvce uncertainty in the
acquisition of inputs. These dynamic aspécts of market conduct

are discussed under the heading of 'verticzl quasi-integraticn®.
The analysis then changes focus and rlaces the dominant large
buyer/smsller supplier situation into & widsr macroeconomic
context. This involveg the conceptualisation of the dominant firm-
as a 'propuisive! or key indusiry fostering indusitriszlisation and
through its role as a growth pele; regional develobment., The need
to consider the dynamic, organisational facetis of irading relaiions
in industrial linkage siudiex is reiterated. The thesis concliudes
by confirming the nee n

d for more information about factor markeis,

and it offers a relevant ccncepiual contexi and investigativ

1]
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CHAPTER . 1

INTRODUCT TON

The Establishment of the Conceputal Framework

The svailable data relevant to the operations of
firms within factor markets have, according to a number of
economists, been somewhat unsatisfactory, and even incomplete,

In 19,48 M.A., Adelman made the following observation:

"The great bulk of business transacitions are
sales by one firm to another; yet economic
analysis has almost neglected these indusirial

markets in favour of ccnsumer markets",(1l)

- A not unrelated pcint was made four years later by J.K.
Galbraith, this time within the context of his theory of

countervailing power, as fcllows:-

"The long trend toward concentration of industrial
enterprise in the hands of relafively few firms
nas brought into existegce not only strong
‘sellers, as economists have supposed but

also strong buyers as theay have failed to see."(2)

Thus, while Adelman seemed to be offering a gencral commeént
about the wv€ctuasl neglect of fachor market considerations in
eccnomic analysis, Galbraith linked this neglect to the

ominous portent of indusitrial conceniration, and through



tﬁis, to'the creation of large buyers within factor markets.
Howéver,'wﬁat is partiéularly remarkable is that a

review of the curreni literature reveals that this overall
assessméntfof indiffefence conyeyed in the abcve, has not really
changed, that is, that industrial markets continue to

remain a relatively unexplored area of study.

A good example of this is apparent in an article by

S.H. Lustgarten, who comments as follows:

"Although theory predicts that the incidence of
monopsony 1is an important, element of market

'structure, the entire body ot recent literature
has dealt exclusively with the structure of the

sellers,"(3)

Lﬁstgarten indicates that £nis is primarly attributatle to
the implicit assumption in past studies that buyers are
atomistic, A review of two fundamental and int'iuential
writers witnin this area, Joan Robinson and J.S5. Bain,
illustrates rather effectively the basis upon which such

an assumption might have been founded:

"But to postulate that comvetition among buyers

is pertect is-rar more reatistic than to

postulate that competition among sellers 1is
perfect, since the number ot buyers in . any
ordinary market is large relatively to the

number of sellers."(4)

"In the great majority ot indgstries, the supeliers

face markets made up of many buysrs, &ail

relativety smail.”(5)



AHowever, Lustgarten-stgﬁés that in facﬁ, ", .. the majority
of transactioné in the Uﬁitedistates:ecdnohy iﬁvol#e -
séles between business firms in which the number of bujers
is of'ten small enough so that‘each can have a signifiicant
influence on.market.price."(6) An interesting, but
unresolved variance of ideas which serves to highlight

the apparent need for more information,

In respect of the link between concentration trends and
factor markets, it is possible to quote two United
Kingdom economists, S, Aaronovitch and M,C, Sawyer, who
revealed an orientation broadly similar to that offered by
J.K. Galpraith over twenty years earlier,(6) These two
writers indicate that in conventional écoﬁomics aggrq}@e levels ¥
of concentration have little meaning hecause the theory is
primarily concerned with the ability of firms to exercise
economic power in unitary or single marketé. This approach

means that:

"Phe power of a firm is no more than the sum
of the power it exercises in each market in
which it operates. It is argued that it is
through the exercise of monopoly power that the

mis-allocation of rescurces arises and that is

the main concern of the economist."(7)

However, Aaroncvitch and Sawyer argue that, ... firms
operate in factor markets as well as product markets, and
their scononic power in the capital and labour marketis
arises from their share of the total economy."(8) Thus, -

in general terms, their argument, like Galbraith's,



highlights the poiential relevance and importance of
concentration levels within a context which also includes

the factor market op<rations of powerful buyers,

.On the basis of the preceding it would seem that a
significant area of economic analysis may nave been to
a degree overlooked, and thus, relative to consumer
market ~studies, also under developed; In this thesis an
attempt is made to examine some of the existing economic
theory and related expirical evidence relevant td factor
market, buyer/supplier trading relations in order to
determine, through acritical review and analysis of the
more general tcpics considered but particularly by
focusing upon concepis concerning the role of large scale buyers,
some of the more interestipg aspects and implications arising
out of these trading relations, Within this general framewrk,
the thesis has been organised so that each chapter considers
one of a number of specific compound questions which have
been evolved from the topics suggest in the above, and

these are as follows:

a) Is‘there a Nong trend toward concentration',
and in broad terms, what sort of consideration has
been given fo factor market conditions in the:
literature on trends in indust#ial concentration;
but especially, to large scalé enterprise which,
through concentration, may have become dominant

buyers in industrial markets? (Chapter 2)

x

b) Assuming that there may be advantuages to be

gained within factor markets from concentration,



‘the next question is what are some of these
advantages? To start with thé thesis considers
this guestion within the context of

conventional, essentially static market theory.
Thus,'generaliy éyeaking, how are_the various
forms of factor market structures dealt with

by conventional economic theory, and what are

some of the more important condﬁct and performance
predictions associatéd with imperfect féctor

markets involving dominant buyers? (Chapter 3)

Wnile preceding questions may discuss some of

the possible ovutcomes of imperfectly competitive
factor market trading relations, and as a
consequence why there may be specific advantages
available to dominant buyers, it leaves largely
unanswered the questiecn of how buyer/supplier
relaticns may develop to the extent that eventu’lly
the dominant buyer -acquires its superior bargaining
power, Therefore, based upon the information
uncovered by the two preceding questioﬁs, what

are some of the fundamental mediating conditions
which help tc determine the odtcome of bu&er/
supplier relations in imperfect dominant buyer,

factor markets? (Chapter 4).

Returning tc the cguestion of how dominant buyers

"may cepitalise upon their superior bargaining

0]
s

power, the thesis moves away Tfrom the more o

less static basis for examining fac

cr
cr

or marke

relaticns employed by conveniicnal market theery,



‘and considers some of the dynamic aspects: of

inter -firm trading behaviour. This approéch
involves such tcpics as the transfer of
inf'ormation and the general reduction of
ransactions costs, Thus, within this dynamic
framework, what sorts of additional considerations
may motivate or influence dominant buyers so

that they re-formulate their prorit maximising
objectives and undertake different strategies,

and moreover, how are these alterations rqucted

in their market conduct? (Chapter 5)

e) Having examined some of the more 'micro!,
behaviourél aspects of trade between tactor
market buyers and.suppliers, the thesis broadens
its t'ocus in order to analyse inter-industry links
in relation to both the notions ot economic
space, and industrial development, Theréfore, what
sort of role has been éscribed to large scale,
dominant factor market buyers within the wider
context of the 'macro' industrial environment?

(Chapter 6).

It is important to note that in considering the subject
of' impertectly competitive buyer/supplier relations in tactor
markets, the szsnhalysis has been influenced by the relative
unavailability of empiriéal evidence, This has m=ant thsat
in the discussion of particular topics it has sometimes been

.
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thesis has includgd a numbér ot ‘diverse elements which havg
'beén related in a variety of different ways, The.result is
that the primary orientation of the thesis mﬁst be analytical
and tnat while in many cases the exact nature of the elements.
and thelr re;at:onohlpo mayiwortny subjects for empirical X
study, the ultimate objective of this work has been to

foster understanding by simply specifying the general

conditions involved in each topic,



The Relationship Between Structure, Conduct and Performance’

The ihportance of ﬁarket structure in most economic
studies involving the pure theory of the firm and industrial
organisations.can usually be attributed to the related
predictive implications which invelve the organisations'
conduct and performance, This section briefly considers

" the general concept of' the structure-conducf—performance
relationship with a view tc.defining the terms, ahd

establishing the overall approach %o be adopted by this thesis,

For the purpose of' the thesis, the three components ot
the relationship will be defined as follows:- Structure
refers to the aspects of an industry' environment which
are relatively fixed and oﬁjective, €.,8£. a highly
concentrated oligopoly; behavicur or conduct refers to the
pattern of decisions made by the managements of the component
firms (including decisions which may themselves be reactions
to structural intluences); -and performance is evaluated
in relation to the relevant, or ultimate norms of economic
welfare.(9) In a more limited sense, 'market performance'’
may also be defined in terms of how prices and output are

ffected.,

/
[}

~-
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In its formative state the structure-conduct-performance’
relationship was of'ten represented as a type o1 analytical
scheme which tended to form a serics of connected and

sequential steps.(10) On that basis, starting with structural
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intormation, it was felt that it might bLe pussibvie Lo

onaucy, anG conseguenily, to also infer performance,
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However, recent thought has moved beyond this somewhat static



-conceptién of the relationship, and has déveloped &
realisation that the‘three elements may'have peen considered
in an incomplete théoreticai framework, It has bheen
suggested that.a more complete'épproach would be one which
considered these elements ﬁo beldynamic and intéractive,
that is, for éxample, an approach which takes into .
consideration the fact that ,,.. "performnce leads back

to changes in structure and conduct."(11)

In the next chapter, and in the subsequéht one, the
traditional form of the relationship is used in the
discussions involving concentration trends and the éohduct
and performance implications of imperfect markets, However,
when the analysis eventually proceeds veyond the more
static parameters of economic theory to evaluate such
topics as the implications arising tfrom the need of
industriél buyers to organise and control the inward fldw
of inputs over their production cycles, then the'dynamic,

adaptive responses of buyers and suppliers take precedence,

This is partly because, as it will be shown, 2 dominant buyer's

conduct may significantly/éffect both market structure énd
seller performance, obut more imporitantly, this orientation
is given prominﬁnce-because ultimately, trading relations
tend to.be inherentliy dynamic and adaptive, and may

therefore only be adgquately evaluated within that type

of conceptual framework,

x
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CHAPIER - 2

WIHE LONG -TREND ‘TOWARDS CONCENTRATION ...."

Introduction

The_primafy objective of this chapter may be summarised
as an attempt to present some supportive evidencg, of both
an empirical.and theoretical nature, that there is indeed
a continuing trend towards the creation and survival of
increasingly large selling organisations, and therefore,
on a logical basis, alsc large purchasing units - but that
there is alsio a large measure of uncertainty about the
contributory factors. The proxies gererally used for
validating this trend in ecconomy wide, or specific industry
market structures consists of a number of different
concentration measures, and a brief survey of some of these
is produced, 1In considering the theoretical factors involved
in concentration, special attention is devoted tc two topics;
the proportionate or Gibrat effect in the concentration process,
and the ability of large firms to exercise superior buying
power, The chapter also briefly outlines the types of
market structures wnhich may have emerged as a result of the
concentration process znd those which are of particular rele-

vance to this analysis,

o
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Structural. Indicators: The Use of Concentration Measures

Ih'purely-economic terms, measures of concentration
attempt to serve as functionaliand quanﬁifiable pnokies_
for the description of various market structures,
In his book on industrial structure, J.F. Pickering
indicates that these are basically two types. of
concentration measure and that these two varieties can
be differentiated by their respective ievels of
aggregation,(l) The first type are termed measures of
'market concentration' and they are directed towards levels-.
of concentration in particular industries, Dr, Pickering
goés..on to state that most structure-conductAperformance
studies afe conducted on the basis: of market or indusiry
concentration.measures. These measures enable a situation
to be characterised as one of a number of possible market
conditions, e.g. oligopoly or monopoly, and consequently,
permit the inclusion of the associated predictions in terms
of specific and reccgnisable patterns of conduct and
performance, The second type of structural indicators are
termed 'aggregate concentration' measures and they attempt
to describe economy wide concentration levels, Aggregate
concentration measures appear to include a number of complex
variables in their formulation, anéd this means that the
conclusions which may be drawn are more tenuous, It has been
suggested that high levels: of aggregate concentration may be
signifiéant because of the relevant orgsnisations' abilities
to influvence economic policy, and hénce, their actions take

on 2 polemical, and often a political nature. In addition,

¢t

it ha2s alszc been postulated that large diversified organisations

may be unresponsive to market indicstors and may use their



‘broad resource bases to dominate individual markets,
However, in offering these éomewhat problematicai and
theoretical justifications for being concerned about
aggregaﬁe concentration measufes, Dr,lPickering eventually
admits that there is a dearth of empirical evidence on
the :

" .. actual political and economic impact of

very large firms in a society and there is

not much information'at present on the’

effects of high levels of conglomeration

that such high aggregate concentration would

imply."(2)

Nevertheless, he does conclude that excessively high levels
of aégregate concentration would very likely be economically
unnecessary and socially undesirable, In collecting
statistics on concentration trends btoth types of measures
have been surveyed, Because they both tend to generally
point in the same direction in terms of the existﬁnce of
larger factor market buying units, it has not been considered

necessary to reconcile their somewhat different implications.

In general termd, it is posgible to identify a number
of problems associated with concentration measures themselves,
and while these problems may be somewhat technical in
nature, they do qualify the use of such measures, Appendix
2-1 presents a more detailed review of these problems and so
it is only necessary to briefly summarise them, In the
preparation cf concentration measures Lwe problems which
may arise concern the selection ¢f the size variab;es to be

ericd to tims

o]

employed, and their continuity from time



/pefiod. Simply put: there exists the risk that
gome size variabiés;,e.g,'asset levels, may mask impoftént~:
factors or underlying associations, e.8. @ positive |
relationship between capital intensify ard firm size, In an
attempt to overcome the problem that different measures
~may give different results, several types‘of size variable
from & number of different studies.were.used to evaluate
concentration trends. A second type of qualification,
which is much more fundamental to the anaiysis, relates
to the inherent limitations of concentration measures,
Briefly, these deficiencies exiét for th¢ following
reasons:- because of the difficulties of identifying a
product's or market's boundaries; because national
statistics hide regional aberrations; Wbecause key
structural elements, such as wvertical integration and entry
conditioﬁs, are not reflected; ©because behavioural
relations in markets are ignored; and because foreign
transactions may be unaccounted for. In the final analysis
the probliems and deficiencies serve as remihders that not
too much of a specific nature can be predicated upon the

basis of avsilable concentration statistics alcne,



Relevant Trends ir Industrial Concentration

In an afticle dealing'with the gfoﬁth of industrial cbn—'
-centratiop S.J.'Préis: stétes that the writings of the .
classical Engliéh econonists reveal little evidence of a
concern for the process, (3) (L) However, Prais continues
. on to illustrate, using the writings of Alfred Marshall,
how it is possible to 'infer' what Marshall's ideas were on
the influences affect;ng the size distribution of firms,
Préis follows the famous 'trees inlthe forest' analogy
from.its initial appearance in 1890 in the first edition

of Principles of Economics, to the modified version which

appéared in the sixth edition and which was published in
1910, The change is significant and.worth citing as it is
presented by Prais:
- The 1890, first edition, réfers to the growth of trees and
how they become stronger as they emerge into the light and
éir but that they eventually 'lose vitality' and give way
to others;

"And as with the growth ot trees, so it is with

the growth of businesses,"
The 1910,six£h edition, follows the same lines of reasoning
in terms of the analogy itself but this key quotation undergoes
a material change;

"And as with the growth of trees, so it was with

the growth of businesses as a general rule before

the great recent development of vast joint;stock

companies which often stagnate but do not readily die,"

Prais suggests that while there may have bsen a realisation

that the natural fcrces which had stablised changes in the
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sizes of firms in the past (e.g., Qistribution of ability
Laﬁd wealth, £echniéé1.and market bonstraints) were no 1oné¢r,
exerting the same.influences;' little attention was

actually devoted to the topiec until the 1930's, In this

period he identifies two notable developments; +t he

publicaticn of The Modern Corporation and Private Prdpertx
by A.A. Berle and G.C., Means(5) in 1932, and the publication

of R. Gibrat's Les Inéqualités économigues (6) in 1831,

Berle and lMeans drew attention to the role of the large
industrial corporations in the United States, and in brief
terms, Gibrat postulated that the logarithms of firms'
sizes were distributed normally, Prais examines Gibrats
law in some detail but for the purposes of this section it
can be reviewed very vriefly. In statisticél terms Gibrat's
have the same chance
law of proportionate effect states that all firms&%en&'to-
grow at equal proportionate rates, Thus, it is predicted
that concentration will increase., Tiiis is because, uniike
‘many physical phenomena which have their absolute sizes
distributed normélly due to the existance of tendencies
to regress towards a mean (e,g. human heights); an economic
phenomenon, like firm sizes, has its regressive influences

outweighed by anti-regressive influences, Reasons why this

may be so are examined in the next section. To summarise,
Prais has drawn a direct line from Marshall's acknowledgement
of the longevity of the 'ta2ll' and 'strong' to Berle and
Means' empirically based recognition cf role ot the large firm
in society, and then to reinforce his point, has proddced

Gibrat's statistical law to hint that the trend may be

inevitable,
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In emplrlcal te“m Prais’ utudj in conJunnt1on with

P, Hart has concluded that a 'GlDPat—tjDC proccsv- was evident
in Br;taln and was probably the most important ;cng-rpn.
factor explaining the rise in concentration, (7) Their
study examined the growth of quoted industrial compahnies
in Britain from 1885 to 1955, 1In sffect, Hart and Prais
concluded not only that "... the dispersion cf firms' sizes
was increasing over time,.." but that ",.,this can be
explained by ﬁhe hypothesis that the growth of firms was
random and multiplicative in nature,"(8) 1In their book
‘on the topic of industrial concentration, S.-Aaronovitch and
M.C. SaWwyer reveal thet they appear  to agree with Hart and
Prais by indicating that the typical size-distribution of
firms is in fact close tc a log-normal distribution. (9)
However, they proceed to point out that this approach dces
have at least one disadvantage;

| ... it is not entirely clear that there is any

underlying theory of industrial behaviour other

than the one based@ upon 'random' behaviour,"(10)

~In this context, they éontinue, the ",.,. growth of the firm
is random with respect to economic factors."(ll). It would
seem therefore that the applicavility of Gibret's Law and
its associated 'randomness' may imply some degree of
ignorance about the growth process itself, In terms of the
objectives of this chapter, the fact that the process is not
fully understood does not diminish the importance of the
ultimate conclusion that there appears to have been an
'empiricaliy verifiable trend of rising concentration (at

least up to 1955).
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It is”possible to consolidate this conciusion and
extend it to more recent times, by surveying some relevant
studies and their statistics, This survey involves boih types
of cohcentration'measures but begins witﬁ market or industry
concentration levels in}ﬁhe manufacturing sector. 1In their
evaluation of the progress of concentration trends over
time Aaronovitch and Sawyer used a number of basic
investigations as their raw material, and they were as

follows:- (12)

Year in Question - 1935 : Leak and Maizels (13),
Board of Trade (14)
-~ 1951 : Evely and Little (15)
- 1958 : Armstrong and Silberston(16).
Shepherd%l?) :
- 1963 : Sawyer (18), Shepherd(19)

" Attempting to combine all of these studies is a compiex
process and introduces a number of problems,(20) However,
Aaronovitch and Sawyer conclude that while they were not able
to make exact comparisons covering the whole period exteﬁding
from 1935 until 1968 (i968 from their own calculations), they
were able to state that for each sub-period examined,
concentration had shown an increase, and that the rate of
increase appears to have accelerated towards the end of the
entire period, In order to obtain the statistics upon which
this conclusicn is based 1t is necessary to go to a different
source, In a separate articie, the same authors present some
figures on the rate of change in concentration in British
manufacturing from 1935 to 1968, and these figures are

reproduced in Table 2-1 which fellows: (21)
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Table 2-1

Rates of change in concentration 1935-19568

1935-51(a) 19510;58(1:) 1958—96%3(c) .1963;68(c)'

: . % % A
Actu;ingggége over 5 oa | +5.21 . 48.27 +8,66
AnnuiiaiZZe of - 0.ik 0.73 1,60 C 1,67

Source: Aaronovitch, S., and Sawyer, M.C,, "The Concentration of
British Manufacturing'", Lloyds Bank Review, 1974, October p.l5

Notes: (a) Determined from three-firm concentration ratios
based on employment and taksn from Leak and
Maizels (22) and Evely and Little.(23)

(b) Determined from concentration ratics based on
employment and taken from Armstrong and
§ilvertson.(24) K

(c) Determined from five-firm concentration rztios
- based on sales and taken from Sawyer.(25)

From Table 2-1 it is apparent that for the four sub-periods
given there was within each sub-period an actual increase
in concentration. Moreover, the annual rate of change has,
over the entire réngé of Sub-pericds given, shown an

increase which approaches a multiple of four,

The writings of K.D., George represent another substantive
source which uses the most recent evidence available to
come to primarily the same conclusions as above Tor the
1958 to 1963, and 1963 to 1968 sub-periods. In his article
on industrial concentration in the United Kingdom,. which was
published in 1972, K.D.George_came up with the foliowing

overall results for the 1958 tc 1963 sub-pericd:(26)



(a) There had been-a sigq%ficant increase 'in the
average five-firm saiés concentration ratio
level of from 54.4 per cent in 1958 to 58;9
percent in 1963 (209 products analysed), -

(b) oOut of the 209 products analysed 67 percent

had shown an increase and 32 percent s
deerease in concentration,

(¢) The industry groups which revealed the
highest increases were: food and drink;

vehicles; textiles; leather clothing and
footwear,

George points out that the industries which shoved the
highest increases, along with electrical engineering, were
also heavily affected by acquisitions and mergers in

the 1960's,

In 1975 K.D., George published a follow-up article
which was intended to\extend his analysis,(27) 1In his
examination of the 1963 to 1968 sub-period for the U.K.,
he was able to use the most recent 1968 Census of Producticn
figures which were made available in 1974, 1In general terms
he found that for tﬁé roughly 150 preoducts for which
comparisons could pe made, using five-firm ratios, the
unweighted average concentration ratios in 1958, 1963
and 1968 were 56,6 per cent, 59.6 percent and 65.4 percent
respectively. As a result he was able to pointedly conclude
that the average increase in concentration from 1963 to 1968
was nearly twice ihe average for 1958 to 19€5.. Table 2.2

presents some of the Ifindings in more detail as follows: -



"PTable 2-2

Bancentiration Statistics

- No, of Products 1n

_ Weighted Concen-  which concentration
. No, of  tration Ratios(a) (b)) (e)

Industry Group Products 1963 1968 Change igireig%d Eiireaigg

Food, drink g P . | |
tobaces b2 78.8 8l.5 4+ 2.7 25 2 15 -
Chemicals and
allied L7 75.4 78.9 + 3.5 21 5 25 }'
Metal Manufactures 20 63.7 75.3 +11.6 17 6 3 -
Plant Machinery & ) - ' - .

Instrument Eny. 4O 49.7 53.9 +L.2 24 .8 15 5
Electrical Eng. 27 66.L 75.9 + 9.5 2L 10 3 -
Vehicles 9 87.7 93.L 4 5.7 8. 1 1 -
Metals n.e,s., 21 55,3 58,3 4+ 3.0 13 2 8 -
Textiles 28 L1.6 52,8 11,2 25 11 3 -
Leather, clothing & 5 2 .

Footwear 19 27.3 32.2 + L.9 1L 7 5 pd
Br;iggé P enont” 16 59.7 65.4 4+ 5.7 13 6 .2 -
Timber, furniture 9 22,2 23,4 4+ 1.2 I 1 4 -
Paper, printing : . _

publlshlng ’ 10 51 ,Ll. 52-L|- +- ls‘ag‘ 5 - 5
Other 1L 62,5 ‘60,7 -1.8 9 2 5 -
All manufacturing 362 63.9 69.4 4+5.5 202 61 94 7

Source: George, K.D., "& Note on Changes in Industrial
Concentration in the United Kingdom", Eccnomic Journai,
1975 vol, 85 pp. 124-128, Data taken from: Department
of Incustry. Report on the Census of Production 19468

part 158, Summary tables: Enterprise Analyses, table
Lm_o H.}A=S.O. 197)4-0 .

Notes: (a) Weighted according to total sales of each product
' as in 1968 Census of Production,

(b) Concentration measure used was five~firm sales
concentration ratio,

(¢) For six products there was noc change,
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‘Looking first at the large increases in concentration,

i.e. greatef than br egual to 10 per'cent, George remapks
“that out of the 202 increases, 61, or 30 percent were in

the large éategory; “while in the 1958 to 1963 sub-period the
comparatle proportion was only 18 per cent, On-.an individuai
industry basis he makes'thé general observation that those
industries in which big increases of concentration took

place wére also the ones in which merger activity was
especially sitrong in the 1960's, The industries which

stand out are as follows:-~ metals, electrical engineering,

. vehicles, textiles, lzather clothing and footwear, and
bricks pottery glass cement, Of specizl note are metals
which reflects the rationalisation  steel in 1967, and
electrical engineering in which 10 of the 2l increases were
greater than or equal to 10 per cent, and these were in
transformers, switchgear, domestic appliances and electronic
and radio communications equipment, In the final analysis,
George's figures re#eal that for the sub-period 1963 to

1968 there was an overall predominance of concentration
increases among the 302 products examined, and they therefcre
also accord with the general conclusion reached by Aaronovitch

and Sawyer,

One of the weaknesses of market or industry concentration
measures - is that they do not take account of the extent
to which the same firms are able to operate in a number
of different economic sectors, and are thus able to wield
significant levels of influence, However, the advantage
of aggregate measures of concentraticn, and the reason

D,

why they are particularly relevani, is tne fact that they



give a somewhat rough guide to the total power of firmé.
Table 2-3 presents a nﬁmﬁer of standard aggregate
concentration'measures extended over time and the daté
revealed that with few exceptions the shares of the
largest firms in terms of employment {1935 to 1971) and

net output (1909 to 1970) have been steadily increasing.(28)

Table 2-3

Aggregate conzentration in manufacturing sector by employment .
(1935-1971): by cutput (1909-1970) in the U.XK,

(a) Share (%) of largest firms in employment (firms ranked
by employment )

Numbher of Firms 1935 1958 1963 1968 1270 1971
100 ' 22 27.7 32.6 37.8 40,5 39.7
200 28 . 35.3 42,0 L7, 49,3 L9.0

(b) Share (%) of largest firms in net ocutput (firms ranked by

output )

Number of Firms 1909 1924 1935 1949 1958 1963 1968 1970
50 - 2“07 2709 3204 .
100 16 21 2, 21 32,3 37.4 42,0 L6F

200 | 41.0 47.9 52.5

# Estimate (from source)

~ Source: Aaroncvitch, S5,, and Sawyer, M,C,, Big Business,
Macmillan, 1975, p. 117,

This increasing trend as evidenced in the above aggregate
concentration measures has led one authority on the subject,
namély )xs.J, Prais, to speculate that at the current rate of X
increase (i,e. current'in 1973) the largest one hundred.

manufacturing firms may account for two-thirds cf net

manufacturing output by 1983, (29) This type of speculation



aside, on the basis of the above information it 1s
- possible to conclude that, subject to their own
limitations, both the industry and sggregate measures

i

do confirm an overall increasing trend in concentration.
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Factor Market Structural LArrangements

Within the cverall framework of the thesis it was
intended that. tnis chapter, in accomplishing its primary =
objective of cénfirming the exist@nce of a 1ong run
secular increase in concentration, should also achieve at
least two éubéidiary aims, |
One aim was to show that there was-a.spund theoreticai
underpinning for believing that the creation of large

sellers in the manufacuring sector may, pari passu, mean

the creation of large buyers, At the beginning of ihe
chapter it was postulated that the parallel growth of large
sellers as significant, factor market buyers could ve
accepted on the basis of logical argument alone, However,
as the following diagram illustrates, this logical

argument could be greatly strengthened and unit'ied if it

could be shown that there exists a circularity of motivation,

Pigure 2-1

Circularity ot Size Motives

| ' Motivated by : ]
Large Seliing™ Large Buying

Advantage of

In eftfect Pigure 2-1 suggests that a large seller could be
partially motivated to grow so that it becones a large
buyer; and the ability to behave as a large buyer. represents

one of the positive advantages ol being a large seller, 'nis

L2

argunent will be developed in the nexl section

structural implications are considered in thiis ciie,

L



Another subsidiary aim ot the ¢hapter is to, in general’

terms, describe tne struciural arrangements or components

3

—h

particular relevance to

of facter markets which are o
this analysis, On the basisi of what has dlready been
surveyed,_it ié avparent that factor markets must certainly
be in part composed of large séiling and large buying
units., Looking aﬁ both sides of the market the situation

. may be fairly represented by the following schena;

Figure 2-2

Total Pactor Market Structure

Small Buying _ Size .. Large Buying
Units Spectrum Un}ts
L

Overall _ 1
Structure ' FACING
of . |
1 w 1
iigﬁg%s Small Seiling _ Size .. Large Selling
* Units Spectrunm Units

This far, the analysis has only confirmed the exisﬁgnce ot
the large units in this schema and so it is necessary to vali-

date the existence of the other sizes of trading units,

Obvicusly, given the complexity of general economic
trading patterns and the vast number of difierences between
the input and odput co-efricients of various productive
processes; there is every reason to believe that large
scale enterprise buyers will not purchase significant
gquantities in terms cf each input's total market, of all
£
L

their sundry Tactors of production. Horeover, while the



statistics coenfirm évgréwing role  for 1afge firmé within

key areas 6f economic activity, there still exists a

fairly large number of small and medium sized firnms

in most of the.industry groupings in the manufacturing'.
sector. Table 2-44 below summarises the rough size
distribution of manufacturing estab;isnments in 1972 accordihg
to sténdard Industrial Classifications (S.I.C.)(30) Tt

"is noteworthy that the SIC descriptions in Table 24

closely follow those industry groupings presented in

Table 2-~3 in relation to increases in concentration,

Table 2-4
Proportions of Units by Employment Size by SIC Order United
SIC Order _ : Proportion oi' Units Employing

From 11 to 199 Employees

t

III  Food drink and tobacco 81.9
\Y Chemicals and allied 79.1
VI Metal Manufacture 78.7
VII Mechanical Engineering 88.5
VIII Instrunent Engineering 86.4
IX Electrical Fngineering 77.6
XTI Vehicles 77.0
X1I Metals n.e.s,- 92.7
XIITI Textiles 82.6
XIV ) Leather, cloting and )  91.5
XV ) Footwear )
XVv1 Bricks, Pottery, glass, cement 85,.L
XVIiI  Timber, Furniture 96,0
XVIII Paper, printing, publishing 89,9
XIX Other 68.5
Total 87.4

Source: Department of Industry, Business Monitor PA 1003 1372,

HoNlcS.'C'o J-9‘l“‘.:‘




The size range of from 11 to 199 employees.wés chosen
for Table 2.4'becausé this was the statistical.definition
giveﬁ to a small firm belonging to the manufacturing sector
by the Bclton Committee inguiry into small firms, (31) (32)
The majof defioiency with the informaticn in Table 24
is that the monufacturing unit refers to an establishﬁenﬁ,
and not to a‘séparate legal entity, or‘enterpriso. As
suggested in Appendix 2-1 an enterprise may have more than
one establiishment, and so, included in the proportions shown
in the teble there are almost certainly a large number of
establishments which are either wholly owned by, or
are branches and subsicdiaries of, large firms, Since most
Census material is collected on an establishment basis, it is
difficult to overcome this problem and it.becomes necessary
to use somewhat crude data in order to gain an impression
- of the size diSpersion of enterprises, lThe Bolton Committee
was. faced with the éome problem but managed tc come up
with the following incomplete set of statistics:(33)

Table 2-5

Number of Establishments and Enterprises in Manufacturing in
‘ the U.K., 1924--1963 (Thousands)

Establishments Enterprises
Total Small - Larger . Total Small Larger
192 163 160 3 - - -
1830 168 164 L - - -
1935 148 14l L 140 136 L
1948 108 103 5 - - -
1951 102 96 6 - - S
1954 97 91 6 - - -
1958 83 85 & 70 66 b
1963 90 82 8 n 60 4

Source: Small Pirms, Cmnd, 4811 H,M.8.0., 1972 p.60.



of a spectrum or range of firms of different sizes which

may be invelved in factor market trading relations,

In-convéntional eccnomic theory allocative préblems
emerge when trading relations fall outsid¢ of the'parametgrs
of the pure models of the market and the firm. That is,
when at least one of the parties can influence the
conditions attached to the exchange, for example, when
there is a shift from being a 'price-taker', toAbeing a
'price-maker'!, At this stage the analysis is concerned
with the fact that industrial concentration trends mean.
that relatively large buyers are operating in factor
markets which'are populated by suppliers of differing
sizes, Consequenfly, it is possible to schematically
represent this necessarily more narrow structural analysis
of factor markets as fcllows:-

Figure 2-3

Analytical Factor Market Structure

o Relatively Large
Buying Units
Analytical
Structure i FACING |
of Factor r H 1
Markets Small - Size ~ Large
Selling Units Spectrum Selling Units
| :

In this section an attempt has been maae to establish
and clarify the general structural conditions of factor
markets which are relevant to the overall analytical framework
of the thesié, It is agaiﬁst this backdrép, that the}pext
chap;er looks at what these conditions may mean in ﬁerms

of industrial conduct and performanhce,



Some Contributory Factors in the Process of Industrial

Concentration

It was suggested in a previous section that fhe broéess
of industrial cbncentration may nct really be full&
understood; ané that moreover, in some instances there
Was a suspicion that the process might be random with
respect to econcmic factors, Despite this apparent
indeterminacy, or perhaps because of it, there is
nevertheless an abundance of posited contributory factors,
This section is mainly restricted to reviewing those factors
which appear to be cf particular relevance to factor market

trading relations,

_In his paper'on concentration, S.J, Prais indicates
that in a study of contributory.factors he wouid weight
changes in the industrial.capital markets very heavily
indeed,(34) While he does not elaborate in any detail,
Prais suggests that changes in personal wealth and
taxation along with company taxation and the influenc¢ of
financial institutions - the insurance companies, pension
funds and unit trusts - has meant that industrial capital
has gravitated towards the larger quoted companies, In
fact, he posits that lower capital costs may have actuzlly
provided a positive incentive for the development of ‘'large
financial units'., This is indeed a compelling factor;
however, it is possible to speculate that in theory the
industrial capital market to some degree represents a
screen behind which a number of more techhical motives lie..
In cther werds, there nmay exist a number of positive
advantages in Eeing large and %hat, au least initially,

capital moved in response to these specific advantages and



. not solely beéauée it may héve beenimesmefised by
1argeness; In whichlcaée, a study-of the concentratioﬁ
procesé might fruitfully look not only at'chahges in the.
industrial capital marketlbut at what ratiohalisations lay

behind the investment decisions,

In a brief examination of thé.determinants of’
~concentration Douglas Needham identifies some of' the more
technical aspects of the process, (35) On the assumption
that firms attempt to minimise unit costs; the maximum and
minimum number of firms in a particular industry will
coincide if the industry's 1oﬁg—run avarage cost curve
is 'U' shaped, This meéns, of course, that economics of
scale have been exhausted and that there are diseconomies
of.scale beyond the one scale of oulput which minimises unit
costs, Under these conditions the number of firﬁs in the
particular industry will be a function of scale economies
and the siZe ot the market, 1In reality, as Needham
points out, there may be a number of different scales of
output which minimise unit costs and in any case, there is
no justification why firms should necessarily seek the
objective of unit cost minimisation. Under conditions of
profit maximisation other factors come into play, such as
the firm's pricing strategy. For example; a firm could
produce at levels of output which did not minimise costs Dbut also
sell at prices which covered the costs, and continue to do
so through the existance of entry barriers, The introduction
of structural o market imperfections tend to thPOW'into
questiocn the rather deterministic constructs asscciated

. + 3 — L [ . PSS -
with svch assumptions as unit cost minimisation, and
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retufn the analysis to an examination of the plethora
of different possible contributory faétdrs, This is complicated
by the fact that many of these factors may be specific to

a particular industry or market situastion,

A more cémplete, and necessarily general, approach to
the question of why there has been an increase in aggregate
concentration has been offered by J.F., Pickering,(36)
Returning to Gibrat's law on proportionate effect,
Pickering suggests that contributory factors probably
relate to circumstances which have favoured the large firm.
(i.e. the anti-regressive influences) and disadvantaged
the small firm (i.e. the regressive influences). He then
considers some of the relevant circumstances in each
case starting with the notion that technical progress may
have raised the minimum optimum size of firm, While he
grants the possibility that this may have occurred ih some
instances, he indicates that it is more probable that the
motivation underlying increased concentration can be
attributed to what he terms the "...pecuniary - advantages
of increasing size,.,." and these pebuniary advantages
are manifested".,.through superior buying power, greater
ability to spread risks and to stabilise earnings,"(37) Also
of relevance, he cites the pressures to grow exerted not
only from within the firm btut by external scurces such as
the stock market, This is a factor which complements
Prais' argument presented above, The final factor, suggested
by Pickering, which can influence large firms is that of
growth in order tc preserve menegerial independence., On

the %opic of the absence of regressive tendencies by small



firms Pickering éuggests_ﬁhat-this'may.be due to
deficiencies in capital availability and mahageriai'
expertise, The net result of these kinds of trends
or circumstances appears to be an incfeasing'economic.
role for large firms and a decreasing one fér small
enterprise, and this is mirrored to some.extent by the

U.K. concentration measures,

A comment which is of particular interest relates
to Dr, Pickerings identification of 'superior buying power'
as one of the 'pecuniary' advantages' of incréasing size,
In effect, the advantage probably lies in economies of
buying, and in this respect it is'possiblé to briefly.
focus upon the distinction that one writer on the subjiect
of large corporations, Graham Banncck, has made regarding
purchasing economies,.(38) Bannock identifies two distinct
types:

", ..first those arising where the purchaser's

exercise of buying power forces the supplier

to reduce his profit margin; sécond, genuine

cost economies for the supplier resulting

from the reduced handling-costs of large

orders,"(39)
He then comments that; "... in the United States the
Robinson-~-Patman Act makes price discrimination of the
first type illegal., "(LC) Regardless of the iegality
involved in the exercise of buying power, 1t is a theme
which is of relevance to economic analysis, and its general
implications Will be expliored in more deiail in the next

‘¢chapter,



A previously referenced writer in the field of -
induétrial conzcensration, K.D; Georgé, has suggested
that "eoo the tendency ﬁowards 1arger-units and
incréased concentration is likely tc be accentuated by
the increasing}amount of gcvernment inﬁérventioh in
industPY."(al)! He continues.on to indicate that -the
government's direct participation in industries 1ike'
Shipbﬁilding, aircraft, iron and steel and its
involvement in planning "“... reinforces any tendency
for industrial activity to be organised in fewer and
larger businesses."(42) The role of the government ’
as an agent in the concentration process can quite obyiously
not be overlooked, Associated with this role is the cne
played by the nationalised industries as buyers of goods
and services, for they too may be expected to'exercise
a powefful influence in factor markets, Thus George

introduces another significant element into the

analysis of factor market structures,

To summarise: outv of this section two salient points
have emerged, The first is that large scale enterprise may
not only find the exercise of factor market bwying power
a positive incentive. to grow: but also a pecuniary
advantage of hbeing large, The second point, which is of
agssociated significance, is that the analysis of large
buyer itrading relations must not only involve private
enterprise, but public enterprise as well, The two questions
which are begged by this section are: Why is buying power
such an inducement? How may it be exercised? To a major
extent these two questions form the centrepiece of this

thesis? attempt tc examins factor market buver/supplier
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relations, and as such, -the hext four'chapters are devoted
"to the development of some possible answers:within_that
.context."Chapter 3 concentrates upcn some of the
inducements dealt with by economic theory, and while
Chapters L, 5 and 6 primarily focus upoﬁ the 'hows',

they also introduce a number of additional ‘whys',
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Appendix 2-1 o o . S

Some Problems- and Deficiencies Associated with Concentration
Measures. '

The first set of problems relate to the choice of
-variables. A particular facet of this problem which is
often cited is relatec to the use of 'firms' or 'plants',
When using the number of 'firms' in the concentration
calculation, the emphasis is upon the separate decision
making units; but for measures using 'plant' shares,
the focus is upon production units, The relevant feature
of this distinction lies in the fact that where firms
tend to have several plants, levels of concentration of .firms
will be higher than those of plants. In such cases the
main concern.is basically one of cross-sectional data
comparability and the industry measure appears to be the
one which is most likely to be effected, Measures of
aggregate concentration generally use the same data base
from one time period to the next, e.g. the share of the
1argest'1OO organisations, and so there is some degree of
consistency. However, with industry measures there is
obviously a need for caution in relation to how the relevant
'firm' has been defined in terms of the firm concentration

ratio

(43}

emnployed, Another consideration which is relevant
to the sélccticn of wvariables iuvolves{the Tfregquent use
. ~
of output and -sales data., Aside from the apparent diffic uities
of data cbllection, there is also the fundamental difficulty

associated with the fact that differing lavels of vertical

integration can inircduce an element of double-counting in

tn

. A e it o _ ] L
cross~sectional studies which use gross oulpun data,
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Once again market concentration meésures appear to be.
pafticularly susceptible tc this type of problem

since the emphasis is upon a product's or industry's

data over time and not on a firm's or organisation's

overall total érowth in a particular area, as is the case
with aggregate'measures. FPinally, similar types of problemsx
are also encountered in the use of asset and employment
levels as size variables, because they too may mask an
important factor. In this instance the hidden factor is

the varying degrees of capital intensity in production.

Dr, Pickering in his review of the above problems, suggests
that since capital intensity may be positively correlated
with firm size, asset measures will overstate, and employment
measures will understate, the true 1¢vels ot concentration.(1)
The short method of coping with this problem would appear to
be not to use a unitary measure of concentration and for the
studies used in Chapter 2, this approach was adopted, In
terms of the two preceding potential problems, the thesis is
forced to rely upon the expertise ol the authors of the

relevant studies to ensure a cocnsistant data base.

Of potentially more direct relevance to the chapter
are the four major dificiencies which Dr., Pickering indicates
may be exhibited by concentration measures when they are
used as indicators of market structure.(2) Firstly, there
is the fundamental and valid argument that industry
classifications may be inappropriate given the problems
associated with identifying close substitutes (or in more

technical terms, determining the relevant cross-elasticities

of demand)l(3) GCoupled closely to this industry classification
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‘defiéiency is the fact that national concentration ratios
may often disguise pockets of considerébly higherv
regionél 1e§e1s of concentfation._ In its eventual
presentation ofvan investigative framework the thesis
will attempt to support the notion that a firm's 'effective
market! is of conéiderable importance in factor market
studies, and in some cases, this may highlight the
signifiqance of regional concentration 6n the buying side,
At least in this respect the thesis attempts to answer

the secondary deficiency. A second major deficiency lies
in the fact that concentration ratios often ignore some

fundam=ntal

0]

lemernts of market structure, for example,

aside from the already mentioned elemeni of vertical
integration, there are conditions of entry, patents,
and the existance or otherwise of countervailing buying
pover, to name a few, With regards to the existance

of countgrvailing or other power structures, it is the
intention of the thesis to move beyond the simple
jbresentation of concentration trends to examine economic
power based relaticns in more detail, Thirdly, Dr, Pickering
suggests that the link between concentration and conduct
may be affected by a-number other influsnces which can
come.into play and invalidate the assumption that separate
firms are independsnt of each other, and thus, behave
independently. He cites as examples the existénce of X
interlocking directorships, minority shareholdings in
rivals, cartel arrangements and the strength of historical

‘and trzditionzli prectices. I¥ apparent that such factors may

o
@

influence the decision making process and while his examples

primariiy relate to the conduct. among selliers, the same Lypss




of conditions can affsct-relations tetween buyers.' This
is especialiy_true with respect to the last.factor, s it may
also effect the;gifggiizf_indépendence in buyer/supplier
relations, For the fourth and final deficiency Dr.
_Pickering warné that cencentration measures may in some
cases relate only to statistics on'domgstic prbduction
and that as a result high impért shares in domestic
>sales qould overstate degrees of market cbncentratipn if
the ratios afe based uvpon domestic prpduction only, 1In
addition, exports may lead to distﬁrtions in the calculation
of domestic market concentration levels if large and

disproportionate shares of domestic production are

exported,

In essence, the above confirms the need to search for
and identify salient factors which may reside behind the

objective statistics available for most industries,

pppendix 2-1

Footnotes and References

1, Pickering, J.F., Industrial Structure and Market Conduct,
Martin Robertson & Co, Ltd,, London, 1974, p. 4

2, 1ibid., p. 9-10,

3, A more detailed analysis of this problem is considered in:
Needham, D,, Fconomic Analysis and In
Holt, Rinehert and Winston, Inc., London, 1969, chp. 2.
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CHAP?ER' 3

FACTOR MARKET BUYERS AND ECONOMIC THEORY

"Perfeét competition among sellers pequires
two'conditions, that the number of sellers
shall bellarge, and that the customers shall
all have the same preference (or the same
indifference) between one firm and. iis
rivals. Similarly perfect competition
aﬁdng buyers requires that the number of
bﬁyers composing a market shall be large, so
that a change in the amount purchased by any
one of them has a negligible effect upon the
total purchases of the market, and that the
sellers are indifferent as to whom they

provide their wares."(Joan Robinson){(1)

Introduction

The aim of this chapter is to review in general terms
the subjects of concentrated and large Buyers as they
-appear in selected areas of economic theory in order to
illustrate two fundamental points. The first point is to
show that, oan the basis of current theory, the conduct
.of large buying units, as revealed in the exercise of their
bargaining power, may actually confirm and reinforce the
anti-regressive influences asscciated with increasing levels
of concentration, The second point is to establish that a
quintessentiﬂl factor in the ability of concentrated or
1érge buying firms tc exgoit, or benefit from, their dominant
positions is the sellers' dependence upch their buyers,
that is, the absence of the seller's indifference'as to when

they provide their wares,'



The'chaptef begins with a brief discussion of the
parametérs ot buyerhconcentration,,and then an outline
of the types of mérket structures to be reviewed is presented,.
This is followed by an examinaﬁion of the conditions
surroundiﬁg each respective type d' market structufe=
The perultimate section of the chapter reviews two
empirical studies, one on producer goods markets énd the
other on.buyer-concenfration. The chapter's conélusién_attempts
‘to summarise how the itwo points, concerning anti—regressive

infiuences and the role of dependence, have been met,

A
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Buyer Concentration and Relevant Forms of Market Structure

Iﬁ a market structure context J,3., Bain describes
the degree of buyer ccncentration as "..,. the number and
size distributicn of the buyers who make up the market which
a given industry of sellerg supplies."(2) The various- -
degrees of concentration which may exist cover a range
which runs from monopsonistic, through té 61igopsonistic,
and into atomistic buying markets, 4Against these buying
market structures it is possible to set the'various
types of selling markets and these range from monopcly,
to oligopoly, to atomistic as well, These descriptions
may be used tc distingutish and classify different typeé of
buyer-seller market structures, for example, Bain
identifies the following importént categories which may
be distinguished on the basis of both buyer and seller

concentration:(3)

1, Fully atomistic markets; many small buyers

and many small sellers,

2, Simple oligopoly; many small buyers with

a significant degrez of seller concentration,

3, Simple oligooscily; significant degree of buyer

concentration and many small sellers,

4, Bilateral cligopoly: significant degree of
buyer concentration and significant degree
of seller concentration,

However, since this thesis is primarily concerned with
the role of large scale enterprise as buyers, this chapter
is. limited %o the following types o buyer and seilier

oy
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mairket strucitures:
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1. Monopsony; . single large buyer and perfectly
competitive or atomistic sellers,

2, Bilateral Monoupoly; single large buyer.
and single large seller,

3. Oligopsony and bilateral oligopoly.

i, The large firm as a buyer facing a number
of imperfectly competitive suppliers,

The fourth type of structural arrangement cited does not
lend itself to the rigid économic classifications of the
thnee'preceding ones, but nevertheless it does employ the

same theoretical concepts and analytical tools.,

Assoéiated with the structure of buyer markets are
the general parameters of buyer conduct. According to
J.S, Bain, in the American economy non-atomistic market
structures are much more common on the selling sides than
on the buying sides of markets,(l4) As a result, the usual
conduct of the buyer is characterised by Bain as beling
'passive'. This passifeness means that each buyer acts
individually and takes what is offered by the seller
without ",.. being able to make a policy regarding the
price he pays, or perceptibly influencing it or the
product alternatives available to him¥. (5) On this
basis Bain indicates that there are very rew markets
where buyers are few in nunber, and take a large encugh
proportion of total output so that they are able to
play an ‘'active role', Pirms which play this role,
do sc¢ by influencing cr dominating price determination, and
this is accomplished through their 2bility to withhold

their significant levels of purchases. In simple terms,




it is the buyers price determining conduct which is
a central factor, and it is this type of conduct which
ultimately determines the associated levels of market

performance,

As a conciﬁding comment, it is noteworthy that Bain
indicates that nearly all cases of non-atomistic and
non-independent buying occur in producer- goods markets,(6)
In the sections which follew, the relevant types of
buyer/seller factor market structures ére examined in
conjunction with the typeé of' buyer conduct described

above,
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Monopsony

The firét type of structural arrangement to be
reviewed is thét-of m@nopsony, that is, a single large
buyer facing pérfectly competitive or atomistic sellers,
In a general sense, the economic principles of monopsony
usually serve as the foundation for understanding all
non-competitive buying situations, and fhefefore, they
are examined in scme detail, ‘It should be remembered
that in mcst caseé the analysis is corcerned with the
purchase of factors of production, fundamentally from
other enterprises, and that this eéﬁudes from the x
detailed examination the acquisition of labour as =a

productive input,

Because the monopsonist is the only buyer of a resource,
he therefore faces the industry or market supply curve of that
resource, This means that instead of’ facing a perfectly.
competitive type of horizontal supply curve; he is
confronted by an upward-sloping one, 2s graphically
represented in Figure 3-1, Appendix 3-1 describes how
these curves may be derived and it also illustrates that
the average cost of the factor or input (AC) is edual to
the price of the input, The marginal c ost of the input(}C)
lies above the average cost curve, which is of course
compativle (and necessary) with a rising average cost

function.
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The demand side of the situation is slightly mdre
complex, As originally formulated by Joan Robinson,
the demand curve for any one factor of productiong
"... Will depend upon the demand curve for the commodity,
the technical conditions of production, and the supply
curves of the other Tactors of production.”"(7) 1In
‘order to simplify matters it is customary to assume
that the commodity demand curve and other factors' supply
curves are kncwn, and given, when a'specific demand curve
is being described.l On this basis, when a perfectly
competitive seller employs an additional unit of a factor
his output is increased by the marginal product of
that unit. Similarly, total revenue is increased by'the
value of the input's marginal product; but because of
market conditions, the selling price oi the output
remains constant, However, when the firm is a monopolist
conditions change somewhat, The additional input does
of course increase the outout by the factor's mapginal
product in a fashion similar to that set out above; but
in order'to dispcse of his larger output the monopolist
must reduce the market price, and cocnsequently, the total
revenue is not augmeﬁted by the value of the factors marginal
product as under the perfectly competitive situation.
This means that in imperfectly competitive situations, tﬁe
addition of a uvnit of wvariable input increasefrevenue
by the product of marginal revenue zand marginal product,

at is, by the increase in total revenue which is adcounted

th
for by the addition of the marginal product to output and

-

es, This magnitude is termed the ‘marginal revenus

n
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product' and for the sake of clarity is defined by

. C.,E. Ferguson as follows:

", .. the net addition to total revenue
attributable to the sddition of cne unit -

of the variable productive service,"(8)

Appendix 3-2 presents a simple algebraic derivation of
the concept., In terms of shape, the marginal revenue
ﬁroduct curve (MRP) slopes downward to the right implying
that marginal revenue product diminishes as outpuu
increases. This is a relationship which is accounted

for by the following faciors:

(a) marginal physical product declines with
the addition of variable inputs, and,

(b) marginal revenue declines, as output

increases and market price falils,

Given the relevant demsnd and supply curves, the

monopsonist will purchase additional quantities of the factor

of production prcvided the additional quantities.
contribute more to total revenue than they do to total
cost, This of course assumes the underlying, and standard
motive of profit maximisation., Figure 3-~2 illustrates
this situation for variable input factor 'a'., The
monopsonist will hire gqguantity 'ai; this is because

at this point the marginal revenue produvct of input 'a'

(additions tc tota

revenue ), MRPs, is equal to the marginal
cost of input 'a' (additicns to total cost), MCa. At the
.

guantity of 'al, the monoovsonist faces a price of

]

‘Pa, ' which is the supply price of t

v

1e factor, The exce

s
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of the marginal revenue product over the price paid'by the
firm represents 2 monopsonistic profit of Pap - Paj, per
unit,  This pufe profit is termed 'mononsonistic
exploitation' ang'expression which is grourded in ol
. A,C, Pigon's argument that to pay a worker a wage

which is less than the value of his marginal physical .
product of labour is tamtamount to exploitation; and

in this case stems from the fact that the variable factor
'a' is paid less than it contributes %o total revenue.(9)
As a final point, it is apparent that the monopsonist

also restricts the quanity employed of the factor in
relation to what it would be under more competitive

conditions,

It should be remarked that J.S. Bain indicatés that
instances of simple monopsony are infrequently encountﬂ?ﬂ
in product markets, and are more likely to exist in labour
markets.(10) (It is possible to speculate that if the
American economy was characterised by thg existence of
nationalised industries, as is the case in the United Kingdomn,
he might have moderated that assessment somewhat, ). \
However, regardless "of the extent of pure monopsonistic
situations, it is the overall implications which are of
importance, and in terms of conduct and performance, these

predict; unilateral price determination by the buyer-with

o}

a tendency te restrict the quanvity purchased so that th
price of the factor is depressed belcow what it would have

been under perfect competition,



Monopsonistic Discrimination

In simple terms, ",.. price discrimination arises
when a comﬁodity is sold at different prices to
differént people",{11) On the buying side this can be
transléted into ‘buying! ancommodity at different priées
from different pecple, and this section deals with two
forms of monopsonistic discrimination: tirst-and third
degree discrimination, In analysing these two forms
of discriminaticn, an attempt is made to describe their
general relevance to large buyer/smaller supplier

trading reiations,

First-degree discrimination is often described as
'verfect discrimination! because it represents a situation
in which the buyer is able to separate each supplier
in the market, Generally speaking, il the monopsonist
can practise first-degree discrimination, he is able to
increase his monopsony profits, To describe how this may
occur requiyes the following table and graph which have
been adapted Trom R, Bilas' book on microeconomic analysis,.(12)

Table 3-1
Monopsocnistic Discrimination

Qa ACam=Pa TCam MCam TGCap MCap  ACap
1 1 1 1 1 1 1
2 2 L 3 5 2 1.5
5 3 9 5 6 3 2
4 L 16 7 10 b 2.5
5 5 25 9 15 5 5
6 6 3 11 21 6 3.5
7 7 Ls i3 28 7 L



"The first two columns represent'the supply schedule of

'a', and the next two columns

the monopsonised resource
may be derived accordingly., The suliscript 'm'.refers

to the ﬁarket,_while subscript 'p' refers to perfect
discrimination, The monopsonisf's total.cost under

perfeéf discrimination (TCap) ié based upon the fact

that the first unit of 'a' will be suéplied for £1 while

the second unit will be supplied for £2: total cost for twe
units of resource 'a' is £3, From Table 3-1 it is

apparent that the marginal cost of 'a' with pgrfect
discrimination is the same as the average cost when

the non-discriminatory market situation is considered,

It is aséumed that monopsonist‘s supply curve is the.
horizontal summation of identical individual'’s supply

curves, then it is possible to depict the situation
graphically as in PFigure 3-3. VWith a given marginal
revenue product curve and without perfect discrimination

1 t

the amount of 'am' is supplied at the price of 'Pm',

Under perfect discrimination an amount of 'ap' is supplied
at the price of 'PD', and monopsony profits increase

from '(MRPal-Pm)af) to '(MRPa2- Pp)a@'- In essence,

under perfect moncpsonistic discrimination, more of the

productive resource is employed at what amounts to

a lower price and monopsony proiits increase,

In a general sense the monopsonist *,,.will substitute

RSy

inputs whose prices rise slowly (whose supplies are

elastic) for those whose prices rise more rapidly with
quantity,"(13) This statement characterises third-degree

discrimination which occurcs if the buyer"... is able to

.
~4

separate factors into submarkets in which the suppl]
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cufves have different price eléstipities of supply

at common prices énd it the monopsonistic buyer is.able
to keep-the markets separate."(1h) it is apparent

that third-degree discrimination represenﬁs a refinement
of the simple definition of discrimination given at thé
beginning; 1for rather than buying the same quantity

at differént pfices, the purchaser is facing different

-quantities at the same price from different suppliers,

Figure 3-i4 graphically represents third-degree
discrimination Tor two submarkets,(15) In this case the
monopsonist attempts to equalise marginal costs in
the two submarkets, and he accomplishes this by equating
the horizontal summation of the marginal cost curves
for each submarket (gHMC) with his marginal revenue product
curve (MRPa), In figure 3-4 the monopolist hires a total
quantity of the resource equal to an amount of ‘'a', Of the
total amount 'a', 'a2' is supplied from submarket 2 and ag
is supplied from submarket 1., Looking at the supply
curves reveals that the price paid in submarizt 1 is
higher than that paid in submarket 2, and since the former
submarket has a more elastic suppiy curve, this is toc be
expected, R.A. Bilas suggests that this situation could
occur if the factors in submarket 1 had more alternative uses
than those factors in the second submarket, e.g. the factors
in the more elastic submarket may ve situsted in a location
which is more favourable for alterﬁaﬁe employments;(l6)
‘Once again, monopsony prorfits have been maximised within

the two submarkets,
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In summerising, it is possible to conclude that in
1argé buyers/small supplier.trading-relations, it is
obviouslj to the buyer's advantage if suppiiers are
.separated into two or more classes whose elasticities
of supﬁly différ. It is also in the buyer's interests.
to ensure that, it he holds a dominant position
similar'tc that of the monopsonist, his suppliers remain

"separated and different,
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Bilateral Monopoly

'Biiateral monopoly represents a market situation in
which a single seller is confronted by a single buyer.
In a general sense the principles of bilaﬁeral monopoly
are sim;lar fo those 6f bilateral oligopoly (several
buyers confronting several sellers), and'so & review

of the graphical analysis is particularly useful,

Figure 3-5 represents the relevant curves
under a situation of bilateral monopoly.(l?) The
monopolist's marginal cost curve is assumed to be given
by 'S'. Subscript 's' depicts seller (monopolist), and
subscript 'b' depicts buyer (monopsonist), The curve
'8' thus shows at any price, the price per unit which
the buyer undertakes, and so it represents the average
cost curve of the buyer., From the buyer’'s average cost
curve (ACb) it is possible to construct 'S', his marginal
cost curve (MCb), The monopsonist's marginal revenue
product curve is given and is depicted by curve 'D',
Because the buyer would purchase quantities on this curve
at fixed prices, it also represents the monopolist's
average revenuc curve (ARs), Once again, by construction,
it is possible 1o derive the seller’é marginal revenue

curve (¥Rs) which is depicted by 'D',

It is apparent in Figure 3-5 that the monopolist will
SN,
maximise his profits. at a price of 'Pajl) and with a

quantity of 'alf, Fcr the monopsonist, profit maximisatio

[0

occurs at the respective pric

and quantity levels 'Pal2/ and
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'%@). - In effect, the profit maximisation objectives of a,

the two are'inconsistent and because. eacih of the parties

wants to charge a different price, bargaining'ensues.(lB)
Bilateral bargaining implies that the 5etter bargainer

will acquire the mcre favourable terms and this introduces

the concept of indeterminacy into the process, In J.S,.

Bain's terms, the performanée, that is, price and output
determination, is established by the bargaining or negotiating
conduct of the firms which are involved, and ",.. the price

arrived at being hypothetically variable over a range

admitting both super competitive and subcompetitive prices!(19)

Aside from its value in describing the principles of
bilateral situations; the most significant concept to
-emerge from this analysis is the notion that when imperfect
competition prevails on both sides of the market, bargaining
may become the essential form of conduct, and the ultimate
level of performance 1is dependent upon the outcome of the
bargaining process. The guestion which is begged is what

determines the outcome?®



-Oligopsony, Bilateral QOligopoly and Countervailing Power

In this section a review is made of some of the general
implications associated with market structures in which

relatively few large buyers prevail,

The first type of structure to be considered is that
of simple oligopsony. Under such conditions J.8. Bain
suggests that large buyers are likely to exercise some
degree of price control, while on the atomistic seliling
side of the market there is no control at all,(20)
Depending upon the degree of buyer concentration, the overall
tendency is for the relatively large buyers to collectively.
depress the price to a level below that of a fﬁlly atomistic
market, and in the process; to restfict purchases, Due
to a dearth of empirical evidence on buyer ccnduct Bain
warns that ",.. direct reference to market performance is
generally essential as a basis for inferring the guiding
aims of conduct."(21) Despite this difficulty, he
does»offer some general observations about this structural

setting.

With highly concentrated buying situations evidence
often suggésts either tacit collusion of the price
leadership variety, or close interdependence in buying
price policies amonz the main buyers, Performance related

ce-cost

-

evidence, which is based cn either supplier's pr

ratios or hypothetical price levels, suggests the following:



Moo ahlowering of price roughly conéistent'
with the maximisation of the joint "pr'c.>fi'ts
of the buyers and little independent or
competitive action on the part of individual

buyers."(22)

With moderate buyer concentration and 'é fringe of
small buyers', Bain indicates that performance levels
approach competitive ones and buying price policies are
influenced by independent and competitive action among the
buyers, In essence, it can be concludecd that the overall
tendency may be considered as cne with properties which

are monopsonistic in nature,

Turning to bilateral oligopoly, Bain states that due
to 'countervailing power', which arises when large buyers
confront large sellers, there may be a bluntihg of both
mondpsonistic and monopolistic tendencies,(23) Thus,
market conduct is usually one of bargaining or negbtiation
and this reflects the 'active antagonism' of seller and bu&er
interests, In effect, the situation is somewhat similar
to that of bilateral mcnopoly., For his review of bilateral
oligopolistic conduc%, Bain draws upon what he calls
‘available evidence' to make a number of interesting points,
which he warns, may not be generally, or universally
applicable.(24) The first point which he makes concerns
the usual outcomes emerging from the patterns of bargaining,
and they are; that either a general, all transaction price

emerges; or a varibty of prices result and these are paid
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latter sitﬁation means that, in the absence of a generél
market price, -there prevails: ".}.'a complex of different
prices reflecting a sort of 'chaotic-discrimination’ iﬁ
price among different wuyers and different transactions,"(25)
The general impiications of monopsonistic price discrimination
have already been discussed and they were shown to'favour

the. larger buyer.

A

A second significant point also concerns the bargaining
pattern, There is apparently lititle evidence to support
the existgnce of the 'classical' very few large firms
on each side of a market arriving at an agreed industry-
wide price, 1In fact, the usuallbilateral oligopoly
situation is one in which there is a concentrated core of
large firms on each side of the market, supplying or buying
significant individual shares of total supply; and
numerous smaller sellers and buyers who individually
account for relatively insignificant shares of total market
supply., Under such ‘typical' conditions, Bain states that
price determining market conduct and performance may be
described as;

", .. a pattern of individual negotiations of

single large bdyers with both large and small

individual sellers, in which hargaining

or negotiation the large Buyer uses his

relatively massive purchasing power as a

lever {0 secur2 more favourable prices, and

in which the sellers, as best they can,

attempt to 'held 2 line' on priee,"(25)
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..Tb some extent the baréaining power of the buyer may be
lessened b& the prevailing level of demand and capacity
conditions; In periods of low demand and excess capacity,
‘the lérge buyer can usually expect price concessions,’
However, undef conditions of high demand and full
capacity utilisation, the large buyer's power can be
expected to be significantly curtailed, but the

general tendency is still one of more favcurable prices
than those obtained by small buyers in the market. As

a relevant note; it is pointed outlthat the hypothesis
has beeﬁ advanced that the overall effect of bilateral
oligopoly negotiations should be tc produce a price
similar to that which might prevail under roughly
competitive conditions. The hypothesis, it would appear,

has little in the way of support.(27)

In the final analysis, it is possible to summarise by
pointing out that the general tendency is for oligopsony
and bilateral oligopoly to follow the same patterns as
those of monmopsony and bilateral monopcly, Moreover,
it is now possible to idsntify an apparent key factor in
the determination of the oubcome of the bargaining process,

that is, the use of 'massive purchasing power' as a 'lever',

In the preceding but one paragraph, mention was made
of the concept of 'countervailing power' as a phenomenon
which might in somewzy militate ageinst the mis-allocations

assocliated with bilateral oligopoly. This would naturally
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also be related to thé~use of purchasing powér to gain

advantage, This concept was explored and popularised

by J.K. Galbraith in his early attempt to explain, in

a modern context, the mitigation or regulaticn of

economic power,(28) In brief, Professor Galbraith sﬁggested

that in the market, competition mitigates economic power

by ensuring that the behaviour of any one participant in the markét
is contingend% "~upon the behaviour of other and similar

participants, Thus;

"The undoubted effect is to limit cor dissclve
the opportunity for arbitrary, or self-
interested, or perhaps any effective use
of market power which would limit or lower

the real income of others."(29)

With the decay of independent market behaviocur as a reasonable
explanation of ",., the operative mechanics by which the
economy is governed ,.."(30), Gdbraith argued that the gap
had been filled by countervailing power, In his paper which
criticises the thecory, G.J. Stigler summarises its basic

tenet with the foilowing quotation, which is taken from the

1952 edition of Galbraith's work:

"It comes to this: Competition which, at least
since the time of Adam Smith, has been viewed

as the autconomous regulator of economic activity
and as the only available regulatory mechanism
apart from the state, has, in fact, been

superseded..., in the typical modern market of
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few sellers; the active restraint is provided
not by competitors but from the other side of

the market by strong buyers,"(31)

Thus, in simple terms, bilaterzl oligopoly was posited
to represent .a phenomencn which was imposing 'active
restraint' upon an economic system in which competition

was no longer exerting its traditional influence,

One of Stigler's fundamental criticisms of Galbraith's
theory was that the empirical evidence could not support.
the notion -that there was a ",.. general tendency for
new oligopolies and blocs of owners of productive resources
to appear in juxtaposition to estatlished oligopolies."(32)
In answering this criticism Galbraith states that "... as
with competition, the role of countervailing power is
uneven,.." and in any case, he had only intended to construct
a partial model.(33) A point which he reinforces in the
1956 revised edition of his book, in which he follows the
1952, "It comes to this,,.", quctation (cited above) with
the following curt statement: '™ Competition still plays
a role,"(3l4) This now meant that, in essence, the economic
systeh was being described by Galbraith as an admixture of

" bilateral oligopolistic and compeiitive markets,

The second major criticism of Galbraith's theory
revolved arocund the thesis that countervailing power arose
in response to monopolistic and oligopolistic organisation

3]

of industries, and that.the power was ",,. exercised in such

®

way as-ho preserve Lhe economy Trom undue exactions and

K

. . v L1 Sl
estraints.”(35)
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."The fact that a seller enjoys a measure of
monopoly power, and is reaping a measure
of monopoly return.as a result, means that
there is an inducement to those firms from
whom he éuys-or those té whom'he.sells to
develop the power with which they can
defend themselves against expolitation,

It means also that there is a reward

to them, in the form of a share of the
gains of their opponents' market power,
if they are able to do so, In this way
the existance of market power creates an
incentive to the organisation of another

position of power that neutralizes it,"(36)

In the above statement Galbraith appears to be implying that
economic performance is improved when a monopolist, or

group of oiigopolists confront and attempt to share the

gains of an established monopolist, or group of

oligopolists. Using the example of large retail organisations;
this contention is cited by Stigler as resting upon the
premise that newly arrived oligopolists use their opposing
powver to reduce prices to the consumer,{37) As Stigler

points out, and as preceding sections have shown, on the

basis of existing economic theory, the expectations would

g J 9 -
be for bilateral oligopoly to be relatively monopolistic in
operation, So at the time of the debate over the entire

concept, Galbraith himself was forced to pose the guestion:
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" ., as to what eleemcsynary instinct causes the
gains that are won by the mass buyer to be passed

along to the consumer,"(38)

In answering it, he reluctantly confessed a reliance upon
hitherto dismissed competition with the following,

typiéally Galbraithian quiﬁ;

"After all, it is a bit embarrassing after
one has just murdered his mother-in-law
to disinter the lady and ask her to help

do the cooking."(39)

Witticisms apart, the_theory was left éomewhat-incomplete.

Its* rather roughly sketched structurzl parameters lacked >
details, and particularly, details which would explain

why bilateral éligopoly shoﬁld eliminate and not simply
redistribute monopoly gains., Such a redistribution would

probably be based upon superior bargaining power,

It was not until over itwenty years later,‘when
Galbraith published his significantly altered view of the
economic system, that it became possible to determine what
might have happened to his concept of countervailing power,
and to his somewhat incomplete theory of bilateral oligopolistic

conduct,(4C) In Economics and the Public Purpose, Galbraith

paints with his characteristicslly broad brush the picture

[oh

of a dual econcmy as fcollows:-—
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"No‘égreéd level of assets or salés divides the
millions of small firms which are half the
priﬁate economy from the handful of giant
corporations which are the other half, But
there is a sharp conceputal difference between
_the enterprise that is fully under the

command of an individual and owes its

success to this circumstance and the firm whichy

without entirely eé?uding the influence of

N

individuals, could not exist without
organisation, This distinction, which

may be thought of as separating the twelve
million small firms from the one thousand
giants, underlies the broad division of

the economy here employed., It distinguishes
what is henceforth called the market system

from what is called the planning system.™ (41)

In very general terms, Galbraith indicates that the market
system may be characterised by the following elements:

(a) Conformity in broad outline to the neoclassical
model of the firm, including, profit
maximisation and an inability to exercise
effective and reliable contrcl over
production, prices and consumer behaviqur.(hﬁ)

(b) Earnings are unlikely to exceed for very long
a level which compensates the entrepreneur
for his effort and cavpit

L7

cdependent upcn exi



"(¢) Self-exploitation by the éntrepreneu¢,
defined in terms of a lower return
than the economy generally provides for
similar effort, is how the small firm
competes against the organised sector
and thus, survives, despite generally

lower technical cocmpetence, {LlL)

While the planning system is described by the

following points:

(a) Non-conformity to the neoclassical model
of the firm, including an ability to increase
size, control costs, technological processes,

prices, demand and the state,(L5)

(b) 'Collegial decision-making' by a technostructure
which has been developed out of the need

to organise specialist functicns.,{(46) (L7)

(¢) The need to protect itself from external
interference and to control its.external
environment which is achieved through
growth maximisation,(L48) |

() The reliance upon growth to serve the
pecuniary needs of a technostructure
which effectively controls the firm (as
distinct from the shareholders which do

not).(49)

These general conditions, along with their -associated
implications, and the fact that the planning system is a
part of the environment to which the market system is

subordinate, lead Galbraith to noint out that ",.,. there

is & prima facie case that things will work hetter for the
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plaﬁning system than for the market sysﬁém."(SO) This is because
the market system buys at prices which are extensively |
determined by the counterpart system, and must also sell
an important ﬁért of its output at prices which it does
‘not control, As a result, Galbraith OTférs two hypotheses: -

*The termsof trade between the two systems

wili have an insouciant tendency to favour

the system that controls its prices and

costs and there with the prices and costs

of the other system as well," and,

" .. unless there is unimpeded mobility between
“the two systems, (there) will be inequality
of return - a relati&ely secure and favouréble
income for participants in the planning systen,
a less secure and less favourable return for

those in the market system,"(51)

It is within the context of this general view of the
private economic sector that Galbraith discusses the

purchasing behaviour of large firm buyers.

In simple terms, Professor Galbraith indicates that the
problem of the vertical co-ordination of production, i.e.
the predictable and timely acquisition of the factors of
production, is by and large solved in the planning system
through the use of contracts.(52) In ﬁhe‘neoclassical
mbdel, failures of coordination are accommodétéﬁ%through price

-movements which reflect the shifts in demand and supply.



Hdwever, in the sysfem oﬁtlined by Galbraith, the market
mechnaism does not aufomatically ensufe that a higher price
will; ".;. reliably accommodate supply to need within

any predicﬁabls period cf time, and this is especially so
as_products,'cbmponents, mateﬁgls and.manpower become .
more specialised and technical."(53) So the'contract

. is central to understanding factor market buying behaviour -
but Galbraith states that the contract is not compatible
with the neoclassical model, The reason for this
incompatibility is that with neoclassical assumptions

firms attempt to arrive at final prices which maximise
profits, Thus, within the planning system, imperfectly
competitive firms would negotiate as producers and
suppliers under conditions_which would be similar to that
off a zerc sum game, With goals of profit maximisation,
negotiations; "... would be a time-consuming test of
relative power, endurance and cupidity."(54) In fact,
Galbraith has returned to the bilateral oligopoly probiem
set out earlier in the discussion of countervailling power,
However, in its new context, the problem fails to actually

".,.. negotiaticns have ultimately to

materialise because
do with establishing the level of cost or price which
meximises growth for both participants.”(55) Galbraith
states that when buyers and sellers cof Poughﬁly equal
power-measured in terms of need- negotiate, the prices and
costs will tend %o be the same, In shori, the common

goal of aales maximisation means that, ‘roughly speaking',
the price which will sstisfy toth parties is the same,

ore, within the planning system, mutually shared goals

and interects ensure reliaiively easy contract negotiaticns,
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and the indeterminacy associated with bilateral oligopoly

and profit maximisation, has been assumed into obiivion. .

In the acquiéition of factors,‘wheﬁ’the balance of
power between the buyer and seller is nc longer equal,
Galbraith suggests that z different outcome will emerge,
The important factor is sizZe; ~for a large f'irm-has-
many alternative sources of supply and fhe smaller firm,
relatively fewer, This means that the relationship and
bargaining will be unequal, andvffom this initial

premise, Galbraith proceeds to the rollowing statement:

"The large firm derives no advantage from

negotiating a price lower than that at

k3

which the smaller firm can continue to
supply the product. A contract that is
so unfavourzble or so inflexible that
it destroys the small firm is self-
defeating. The effect of power emerges
in the way price is graded to need. The
larger firm can calculate the income
that the smaller firm requires Tor
survival, and it does so as a matter of
course ,,... The consequence is that

a smaller firm doing business with a
larger one will alnicst al#ways have its
relurns more nearly at the necessary
minimum than the larger firm doing

business with the smaller ones."(556)



Furthermore, the presumption of ineguality of return is
further extended if the small firm &oes not contrdl its:
prices_or cost;, and if there =a e_circumstanbés whic h

would prompt entrepreneurs and workers to lower their rate
of return in order to stay in business, i.e, self-
explpitation. Both conditions, Galbraith has posited,
differentiate the planning system from the market system,
and in addition, the market system is alsc largely populated
by small firms. All of which leads Professor Galbraith to

the following conclusion:

"The relationship between the planning and the
market systems, their unequal réte of
develcpment, the exploitation of the secoﬁd
by the first, the resulting ineguality in
return are central features of the modern

economy,"(57)

Turning first to problem of bilateral oligopoly,
Galbraith appears to have abandoned the poéitive connotations
associated with countervailing power by assuming away the
existance of conflict between large Buyers and sellers in
the planning system, The common gcal of growth ensures
not only smooth negotiations, but the establishment of a
pricé which satisfies this goal for both parties, It is
not the exercise of power Which is neutralised, but the

existance of conflict itself. 8Since Professor Galbraith cnce

in

again fails to provide details, it is difficult to

understand exactly why this harmony of interests should exist,



Iﬁ a discuséién concérning the fhreé different objectives
“of the firm, that is, profit, growth and sales maximisation,
Jd.H, Williaméon indicates that any firm successfully
pursuing ahy of the three goals will also attempt to
satisfy certain efficiency conditions.(58) Included
amongst these conditions is the seletion of 'least-cost
input combinations'. In his review of growth theory, and
his syhthesis of the main arguments of its two principle
proponents, ¥, Baumol and R, Marris, J.R, Wildsmith
points out that dynamic grbwth reqﬁires actions by firms
which shift demand curves and increase product ranges.(59)
This is accomplished through expenditure on research,

development and marketin

W
fe}

and tnese total development costs,
increase with firm size., Moreover, not only is this growth-
creating expenditure an increasing function of the growth
rate, but it is also subject to diminishing effectiveness,
On the basis of these two referenes alone, it is difficult.
to see why a buyer should not press for the lowest input
costs which he can achieve, and a seller for the highest
prics., After citing the seller's ability to control his
price as a feature of his power in the economy, Professor
Galbraith then appea}s to suggest that when he is confronted
with a large planning system buyer, he is not only unwilling
but also lacks the incentive, to exercise this power, The
reverse situation can be said to apply to the planning
system buyeir who it was posited can control his costs,

In the final analysis, this iack of consist@ncy between

objectives, and in behavicur, remains unexplained.



It ié ot course difficult to comment upon the
.general, or aggregétive effects of trading betwéeh the
planning and market systems, and also the notion of
entrepreneurial self-exploitation presented by Galoraith.
However, on the basis of what has previously been reviewed
in this section, it is possible to confi:m that on a micro,
or individual firm level, the relations b etween a large
imperfectly competitive buyer and a relatively smaller
competitive supplier, will tend towards monopsonistic
exploitation, This would certainly reduce the possibility
that the entrepreneur will earn a pure or economic profit,
Thus, to the extent that the firm's total revenue continued
to cover its total costs, Galbraith's contention that the
entreprencur is just compensated for his effort and capital

would appear to be reasonable,(60)

A concluding comnent about Galbraith's view of factor
market buying behaviour concerns the use of contracts,
In an article concerning supply contracts and their use
in the Galbraithian planrning system, X.J. Blois presents
somewhat anccaotal evidence which suggests that suppliers
are of'ten bound to their customers to such a degree that
their actions extend beyond the coraitions set out in
their contracts.(fl) 1In simple terms, the abilit& ot the
custonmer to make specizl demands upon the supplier willk
depénd.upon the importance ot the customer to the supplier.
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srticutarly responsive to customse

demands, this may also lead to the short-run absorbticn
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of costs arising tfrom-the customer's problems. Thus,

Blois ends as folloﬁs:—
", ..the supplier/customer relation is

.sometimes one where troubles ars shared

and perhaps this is the basis of 'the

essential mechanism for the co—ordination

of production plans by differzsnt firms

in the planning system' and not 'the

contract'.,"(62)



The Large Firm and Inperfectly Competitive Suppliers

. Thus far thé analysis has mainly centred around
market situations in which 1arge buyers are confronted
either by equally as 1arge sellers, or numérous atomistic
or perfectly competitive selleré. In this section the
aim is to review some of the key elements which may
emerge when differentiated products aré soid'under
conditions of imperfect competition to one or a few
large buyers. The large buyers themselves, it will be
assumed, have a significant degree of control in their
forward markets, and also re-sell the products ﬁhey buy
after ﬁhey have converted, processed or handled them,

The fundamental distinction under this type of market structure
is that the sellers are imperfectly competitive, but not

in a position to challenge the large buyer, as described

in the case ofcountervailing power, The discussion which

follows is based upon a paver by M,A, Adelman,(63)

The firstvsignificant point to be made by Adelman
concerns the large buyer's postulated tendency to lower the
prevailing market price for the factor product in question,
This tendency is not.entirely due to the large firm's
bargaining power - but rather it is atirivuted to the firmk
ability to survey a wider spectrum of possible sources of
suprly and thus, he aware of the best offers, Once it has
completed its search, it 1s presumed that fthe large

buyer will either buy at the lower prices, or present
v

-

existing suppllers with the offers in order to negotiate

equally good terms, Because the large buyer would in effect
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.be'buying at a lower than average'pfice, it'wou1d be making
an 'arbitrage profit', which would e ref@lected if it |
pre-sold its purchases to its competitors. This, Adelman
indicates, would bring.about heneficial and rapid marketd

response: -

",... for arbitrage is the traditional means
of diffusing knowledge and bringiné about

a single price, or a smaller srread of prices,
The price or the average of prices, which
finally prevailed, would be lower than if the

large buyer had not operated."(€L)

Adelman concludes his argument by noting thgt'while market
coverage involves costé, which may not make it woxrthwhile

to undertake the search, in those cases where a

department already exists, their more intensive use

would mean ",,, a smaller unit burden of individual and

social overhead,"(65) Briefly summarised, it would seem

that the whole process relies upon the Jarge buyer undertaking
market search activity, and some investigators have suggested
that this may nct in fact occur, In their study of industrial
buyers of machine tools, Cunningham and White found that

low. buyer search for competitive offerings occured in at least
cneé third of the purchases studied,_and that this non-—
existent shopping behaviour was substantially more prevalent

in large rather than small firms.{€6) This Tinding was"
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éttributed to the relative lack of lmportance of the
purchases in relation to the tétal capital expenditure
:budget, and the recognition by large {irms of the
high cost of search._‘It would appear-therefore, that
this partiéulaf 'advantage' of 1afge buyers actions
cannot ~ be accepted without reservations, and that
reference probably has to be made to the actual types

of buyer conduct under consideration.

In spite of the price levelling tendencies associated
with large buyer search, Adelman suggests that the buyer
will usuzally be confronted with anlarray of prices from
different suppliers,. This may be represented graphically
as follows in Figure 3-6. The different prices, or to the
buyer, costs will occur for various reasons; for example,
the relativély stronger bargaining position of some of
the suppliers, distance costs, or the relative
unsuitability of some products, Under conditions
approximating perfect competition on the buying
side, the highest price would be the one which ensured
sufficient supplies and so it would be paid to all the
suppliers, 1In effect, the lower-cost suppliers
A, B and C, would receive an 'economic rent’ represented
by the shading in Figure 3-6., Under conditions in

which the buyer is able to discriminate or separate its
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suppliers,'“.... it will push down the price paid

tq each one toward the necessary minimum needed to
bring forth the hecessary supply or, on a longer
perspective, needed to keeﬁ the supplier in
business,"(67) Pigure 3-7 represents the

various alternatives-graphically and in &

familiar form. Perfect discrimination is indicate

by point '3' (discriminsting monopsony). Point '2!
indicates nonopsony or imperfect competition, and

.point '1l', perfect competition., The limitihg

result, '3', reveals an output level equivalent to

that of perfect competition, '1', but at a lower zaverage
price., Adelnzan states that while it may not be

possible for the buyer to achieve periect discrim-
ination, the fact remains that in the absence of the
large buyer in the market the reswli would tend towards
a higher price and lower output, In effect, Adelman's

analysis confirm's Bain'

]

description of the patterns
of bargaining conduct which result in the emergence
of a complex of different prices. Iiloreover, the analysis

also supporis Galvraith's contention that the larger

ct
t

firm calculates the income the supplier reguires for

survival and grades the prices accordingly.



Hovever, in Adelman's terms the large buyer has a
genuinely positive roie to play in tne,exefcisé ot its
market ﬁowep. He suggests that if thé supplisr is
induced to discriminate in order to captufe the large

biock of the buyer's business, then this willingness to

lower prices may imply one or two factors:

(a) the supplier has an unusea capacity to
produce at costs which are below
prevailing prices, and/or,

(b) the 2dditional output would lower the
supplier’s average unit costs.

In the final analysis, the. large buyer may have increased
total output and lowered the average cost and average
revenue of the "éncouraged“ seller, Another beneficial
effect attributed tc large buyer conduct relates to

Adelman's statement that;

"In imperfect markets ... the chist econcmic
function of sporadic discriminations is to
initiate general price reductions,'(68)

These price reductions are felt to be desirable and they
occur because of the difficulty in keeping spe@éél bargains
a. secret, and the generally rapid reactions of firms |
operating in imperfectly competitive markets to competitor
price changes. In short, inducing sellers to discriminate
tends to reduce some of their ailocative imperfections, but

it is notable thas, thus far, the factor goods buyers have

»
*
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been the only heneticiaries, Another grea in which the large

buyer @xercises influence is related to the suppiier's



selling costs and product differentiation activities,
'.Adelman contends that, "... advertising directed to
business firms may spotlight the utjiiity of the product,

but cannot 'creaté-it",'and thié is because ",., the |
firm is & 'rational buyer,."(69) This means that due to
thé tendency for the large buyer 'to test and compare’,

the supplier's selling and advertising campaigns may
achieve no more than a maintenanée of market share at
increased'cost and.price structure. The ability of the
large buyer to provide large blocks of business means that, -
by dispensing with advertising and sales promotion, a

lower price may be oifered, and if the expense saving
exceeds the price reduction, both partieé benefit, In
effect, as Adelman points out, ",,. under the presmre of
sfrong buyers the market is back to price competition," (70)
and if the buyer's position is exiremely strong, it may

bve able to obtain the input at cost plus a fixed fee or

percentage, which it regulates.

In simple terms Adelman's analysis perceives the rolé
of the dominant buyer as making its suppliers' demand
cufves hignly elastic, and large buyer bargaining power is
seen as,

5.,.“a_symptom snd often a corrective where
the excess capacity and the gap tetween
marginal and average cost would otherwise

be undesirably large,'(71)



'Thé»first quesfion wnich is begged by Adelman's analysis
is éé%éﬁ%%%%;as'or Stigler's criticism of Galbraith's
concepts, and that is, what happens to all: .of the
surpluses which the iarge buyer absorbs-from its suppliers?
A:seéond question which is also begged, andlwhigh is of
fundamental impbrtance to this thesis, is what are

the ldng—ferm dependency implications of'tréding
relationships in which large buyers dominate their

suppliers®?



Tvo Empirical Studies on Factor Market Concentration

Most.of the material covered in this chapter has
been of a theoretical nature, with the.possible'except;on
.of Bain's review of buyer concentration which was bfoadly
based upon gn empirical background. The purpose of this
section is-to review the findings of two empirical
- 8tudies which deal with factor market and buyer
‘eoncentration, and to evaluate the extent te which

they confirm the theoretical predicitions presented above.

The first study to be reviewed is Collins and Ppeston's
testing of several siructure-perforinance hypotheses.(72)
The study uses U.S, census‘of.production figures and other
American based data. For their performance measure the
authors used the percentage price-cest margin, which they
assumed was an indicator of the ability of the firms in
a particular'indﬁstry to achieve prices i.e., revenues,
in excess of average costs. In pure econpmic theory,
resources are alloczated efficiently when the loag-run
selling price equéls the long-run marginal cost,  For.
empiricél work, marginal costs must be estimated from
average costs, and therefore, ",.., the empirical
criterion or allocative efficiency is an average price—'
cost ratioAappréaching unity."(73) Their measure of
market structure was the four-firm conceniration ratvio

for four-digit industrisl classifications.
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In_geﬁeral“ferms; the authors felt that producer |
~ goods markets would differ from consumer goods markéts'for
_a number: of reasons, Essentially, prcducer goods markets
might be expected to show greater concentration on the
buying _ side and a greater use of objective purchasing
critéria; such as, qualify specificatione."This would also
mean a 1owér degree of emphasis on product differentiation
than consumer goods markets, Thus, to the extent that it

was anticipated that the two types of markets would difter,

"... producer goods markets would appear to be
distinguisned by greater knowledge and
bargaining power on the side of buyers, and
tnerefore by a narrowver range ol price-
discretion on the side ot sellers, as
comparéd to consumer goods.markets wit

equivalent levels of concentration,"(74)

G.d. Stiéler has expressed a rough indication ot the same
contention by noting that on the bvasis of somewhat scanty
empiricél evidence, no industries which weré experiencing
high rates of' return on their investments were contronted
by onity a rew buyers.(75, 1n any event, Collins and

Pr

a

ston's statistical resulis revealed 'striking'
differences betwesn the producer and consumer goods
industry market categeries, ¥For their regression analysis,

in which concentrstion was one of the independent

J

co—-efficisnt

5
¢

variables, the authors found that the regressioc
for consumer goode industries was much higher than that

- v ~ 1 "2- " . -/ . - .
for producer, The R%valuss that 26 percent of the



variations in which price-cost mergins of the consumer
gbods industries could_be explained by concentration,

but that for the producér goods industries, the equivalent
value was only 4 percent, On'tﬁe basis of their
observations, Collins and Preston sugzest that the
differences between the two types.of industries,

"as reflected in the coﬁéentration-margiﬁs relationship,
Moo is strongly affected by the balance of buyer-seller
relationships across markéts and by differences in

marketing organisation and methods."{76)

As. a general observation, the findings of this stud&
may indicate that the differences in the price«cost mafgins
may be atdribtuted to the importanée of buyer characteristics
and other related factors which ﬁffect the demand for
producer goods. In addition,.the fesults may furnish
indirect evidence of a prevalence of large buyers who,
using Adelman's framework, may'be able to discriminate
among imperfectly competitive suppliers and thus, lower
fheir economic rents. Using Galbraith's concepts, such a
disparity in returns would occur if the buyers of the
producer goods were relatively powerful firms .in the
plahning system. Speculation aside, it is not unreasonable
to ppsit'that Collins and Preston's findings maj simply
reflgct among other things, the relative bargaining pover
which féctor narket buyers generally possess in relation

to their suppliers,
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The secoﬁd stuéy to be reviéﬁed.iéls; Tuatgarten's
statisticailexamiﬁation_of thé.infiuencé of buyef |
cpncegtfation]in.ménufacturing industries,(77) In his study,
LuStgarten calculates measures of buyef structure usiﬁg |
four-digit SIC manufacturing product markets from inpthl
output tables and correlates them with measures of seller.
structurg, cohduct and performance, The data were once
-again based uﬁon the American economy, For his anzlysis
of buyer structwre, Lustgarten ﬁses.a number of different
measures; each of which is based upon é di fferent
theoretical premise. The first méasurg of buyer structuré
is simple buyer concentration, that is, an average
four-firm concénﬁration ratio of consuming'industrieé
weighted by the importance of the consuming industries’
purchases in relation to the overall sales of the producing
industry.- As might be éxpected, the theoretical predicticn
in this cése-ﬁas that concentrated 5uyers will impair the
ability of even oligopolistic sellers to maintain prices
above marginal costs, and thus, it is likely.that sellers
‘will experience 1owef profitability., Buyer concentfation
- was regressed against thé same measure of seller performance
used by Collins and Preston, that is, industry price-cost
margins, and the resﬁlts revealed that a negative relationship
existed between the two, The next two measures of bhuyer
structure examined by Lustgarten were order size and
relative firm size, and these were calculated vsing statistical
averaging technigues._ In a theoretical sénse, it was felt

that large orders probably justify the costs of search for a
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-iower cost supplier, and very large orders might reach
minimﬁm-efficient scale of production size, thus faising

the spectre of backward vertical integration. If the

buyer was relatively 1arrer than the seller, this was

also felt likely to influence seller performance. As
postulated, order size and relative ﬁuyer size were
négativeiy corrélated with seller pric —q&gt margins, The
final measure of buyer structure dealt with by LuStQarten
was the sector dispersion of buyers, that is, “.., degree
fO'ﬁhich buying_firms}are clustered in a-few industries

or spread'out in many different sectors of the economy."(78)
The theoretical basis behind this measure lay,the

premise that the buyer's hargaining poéition is enhanced by
his knoxleagc of current market conditions. Thus, if

buying firms are centred in a very few industries, and

not spread thrqughout many, they are likely to have more
information about demand conditions and to he mare effective
bargainers, Once again, the results confirhed the theoretical
prediction, as buyer disperéion'was negatively correlated

with seller price-cost margins,

A rather ;nterestlnv side-light of Lustgarten's study
is: his test of one aspect of the theory of countervailinrg
power, and ‘that is, that high seller concentration induces

huyers to grow large, Lustgarten correlated his e@qéézss

annch A
of buyer concentration with existing EFEirecd of seller

concentration and found that there was a po ive correlaticn

7~



Lustgaften concludes his paper with the statement

' that'his aﬁalysis 6f buyer structure represents additional
empirical evidence which supports existing théories

in industrial organisétion‘ ‘While his'statistical
manipulatiqn§ éppear somewhat arduous, the basic.
~implications are theoretically’cénﬂstent and significant,
in that they go écme way'towards descriving the types of
buyer characteristics and demand conditions which Collins
and Preston indicate may explain the patterns of
association discovered in their analysis of producer

‘goods markets,



Conclusion

The aim of this chapter was to review the large buyer
- and buyer concentration within the framework of established

economic theory in order to illustrate two points,

' The first point was to show that large buylng unit
béhaviour tends'to réinforce the anti-regressive influences
' asgociated with inéreaSing levels of concentration, In brief
ferms, a review of the various forms of buyer market structures

has revealed the following matrix of associations:
Table 35-2 '
Matrix of Factor karket Predicitons

Buyer Market Price . e o
Structure "Determination Price Quantity Profit
a) Simple Unilateral Below ~ Restricted Monppsonisti

Monopsony compet- : . exploitatior
. ‘ itive
b) Monopsonistic 'Unilateral Lower Grater than Greater
First Degree _ than in in (a) monopsonis il
Discrim- (a) exploitatior
ination '
¢) Monopsonistic Unilateral Below Restricted HMonopsonisti
Third Degree compet - exploitatior
Discrim=~ itive
ination -
d) Simple Degree of Likely to Restricted Absorbtion
Oligopsony price be helow cf surpluses
¢ontrol compet~ by buyer,
itive.

é) Pilateral

Monopoly
1a 1 :
£) Bilatera 3.Bar gaining behaviour with performance
Oligopoly
- determined hy superior powver,
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In adc_iiﬁiph, the analysis has also examined J.K,
Gaibraith's neo-Institutional approaéh to the large firm's
operationé in factor markets, and his contentions thaf the
ferms of tréde'tend to favour the large firm, and tﬁat
the'large firm may, when.it is able, set prices which
are only sufficient to keep its suppliers in business, 1In
M.A, Adelman's paﬁer it was revealed that the large buyer
may, inftheory,.reduce and. absorb their'imperfectlx
competitive suppliers' economic rents, set prices at levels
which-ﬁould only ensure their supplier's survivel, and even

make their supply curves more elastic (a genuine advantage
as revealed in the rgview Sf third-degree discrimination).
The two empirical studies reviewed provided evidence that
firms in producer goods markets could not achieve comparable
price—cost'margins, with the same levels of concentration,
as firms in consumer goods markests, This finding was
attribufed to the different buyer and demand characteristics
prevalent in factor Earkets, and the second empirical

study tended to confirm this by discovering a negative
relationshin betw#sen buyer market structure measures and
éeller's performancé. The attempt to synthesise ail of

on

(WA

this information, and to relate it to Pickering's identificat
of the exercise of superior buying power as a precuniary advantage

of large scale enierprise, yields the following conclusion;(79)



Wheg buyers are iafge in size and few in number, in relation
to thneir parficular'factor'goods markets, they may-be-able
to éapture and retain any surpluses which arise out of

the trading relations with their suppliers in those

markets, Furfherm ﬁe, this ability-to-capture.and retain
those surpluses may inevitably foster their continued

growth and longevity, +that is, it may represent a

positively anti-regressive influence,(80)

A topic which is closely related to the absoqﬁtibn d
of suﬁbluses by the large firm as a buyer, is what the general
implications are for their suppliers, It has been suggested thét
if they are ?elatively smail and without significant
bargaining pouer, they may be forced to operate at a level

of.return which is determined by their hajor customer,
Moreover, based upon the pfeceding, if their customers
‘miscalculate the margins which sre required by their
suppliers in order to stay in business, they may not even
survive, Using.Joaﬁ Robinson's conditions for perfect
competition among buyers, it is apparent-that, in these
types of trading reliations, a single buyer does have
conéiderably mere than a negligible effect upon total'
market purchases, and the seller cannct be indifferent

ag to whom they supply.(8l) In fact, the exercise of the

large buyeris superior bargaining power iz possible -becauvse

he sellerc involved are no lenger indifferent. WNor indecd
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can they be-expeéteﬁ to remain indifferent if large
buyers can.dépress prices, res;rict'quaptities,

discriminate between suppliefs.and sub-markets,

eliminate economic profits, reduce the effectiveness of.
differentiation, and even reach the extreme of determining
for the supplier cost, plus' a fixed_margin on sales, Bilaé
indicates that."... ﬁonopsony is the result of lack of
factor mobility, or the specialisation of the factor to

.a particular usef."(82) This represents another way

of stating the second point to emerge from the chapter,

and iﬁ.is that a quintessential factor in this analysis

is the supplier's dépendence upon a relatively few, significant
bﬁyers in a particular market. Theré are two questions
Which are raised by this conclusion:- rirstly, what are
some of the circumstances and characteristics of dependency
which emerge in'economic trading reiaiions between.firms?
'Secondly; what are some of the implications of this

dependency for industrial organisation?

In his paper dealing with the large firm and its
suppliers, M,A. Adelman makes the following observation:

“In studying particular industries, we must

b

keep in view the larger . market constellations
of which they may be only sub-markets, The

¢ of competition in the industry may well
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- be determined less by number and size, etc. -
of the firms within than by the huyers

without,"(83)

The material covered in this chapter has éertainly

served to confirm and reinforce this observation,
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APPENDIX 3-1

Monopsony and the Innut Supply Curve

The following table presents a numerical example
which describes the derivation cf the supply curve
facing the monopsoniét.(l)' The first column represents
the quantities of the productive input avai;able,
while the second gives prices at ﬁhich'the respective

quantities will be supplied, The remaining columns are

self-explanatory,
{TC) (uc) (AC) .
Quantity Price Total Cost Marginal Cost Average Cost
6 0.50 5,00 - 0.5C
7 0.55 3,85 0.85 0.55
8 0.60 4,80 0.95 0.60
9 0065 5'85 1905 0165
10 0,70 7.00 1.15 0.70

The important characteristics of the table are that the
factor's average cost eguals its price, and that this

represents the moncpsonist's supply curve,

Footnote

(1) Adapted from: Rilas, R.A., Microeconomic Theory:
A Graphical Analysis, McGraw-Hill, 1967, p. 265,
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APPENDIX . 3-=2

Derivation of HMarginal Revenue FPrcduct

The foiloWing répresents a simple algebraic demonstratidn
that marginal revenue product equals marginallrevenue
‘multiplied by marginal physical prcduct.(l) Let MRF, TR,
PP, and L stand for marginal revenue product, total
_fevenﬁe, total product, marginal physical product and the
factor input reéPectively. The symbol 'a' denotes

'change in'.

7Y
MRP = - IR (by definition)
L | ,
Since, MR = A PR
| ATP
then, - & TR = MR x4TP,
'gince, MPP = ATp
41
then, %L = Anrmp_
PP °

Thus, by'substitutioh,

MRP = MR x 2TP - MR x MPP.

A pp
NEp

Foctnote:

(1) mTaken from: PFerguson, C.E., Hicrosconomic Theory,
Richard D. Irwin, Tnc., Homewood, Illinois, 1065
p’ :’31 - :
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CHAPTER L

THE_LARGE BUYER AND SUPPLIER DEPENDENCY

"Monopolistic and oligopolistic elements in
horizéﬁtal competition adad unc;rtaintieé
to vertical‘relatipnships and cause their
outcome to rest in part on relative
bargainiﬁg strengths... The priﬁary
weapon pf economic power,.the boycott,

ees OCCUrs in vertical relationships."(1)

Introduction

In thé,donclﬁsion to the previous: chapter, -a question
was-posed which concerned the circumstances and cheracteristics
of dependency as it emergeé in the course of trading
relations between firms, The question oréinated ffom the
analysis of.economic théory, which had revealed that with
some types of.factor“market structures, market conduct would
include bafgaining behaviour, and éhat this behaviour cquld'
be significantly influenced by the degree of suppliers' |
dependency upon their‘buyers. The main aim of this

apter i

n

ci

to examine, with a view to understanding, some

of the circumstances and conditions which have been asscgciated.
with supplier dependency. A subsidiary aim is to ensuré

that the frameworlk developed for understanding supplier
dependency is, in a practical sense, suitablé for relatively

uncomplicated investigzative work,
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The chapter beglns by tracing the: concept of. supplier
dependency from an 1ndustr1al soc1olog1cal conteyt
_th;ough to a primarlly, economic setting, In the prccess,
a compcnents'of_supplier dependency matrix is developed.
The next seCticn'eleborates upon some further aspectsdof
supplier dependency, as reveaied both in a number of
empirical studies, and in a brwef overview of subconbractlng
relations. In the conclu31on the components of suppller
dependency matrix is completed anéd a general appraisal is

‘made of its utility for investigagive studies,
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The Emergence of Dependency in'Tfading Relations

'Within the context of induétriai sociology, the

- concept of social power‘and dependehcé forms_a.cornerstone
in the analyéié of'relations between formal organisations,
One writer in'this-field, R. M, Emersoﬁ, hazs adopted

an analytical framework for the understahding of power-
dependence.rélations,.termed an exchange theory of powér,

which may belreadily translated into economic concepts.(2)

.Emerson begins with the precept that.social relaticns tsually
involve 'ties of mutusl dependence' between the parties

(in this case firms) engaged in the relations.

Organisation 'A' depends upon organisation ’B', if At

aspires-to goals or ends whose achievement is facilitated

by appropriate sctions by 'B'. Mutual dependency, he states,

" requires that each organisation be able to control or

influence the other's conduct, and this implies- that each be

able to some degreé, to grant or deny, facilitate or hinder,

' ~ Ew |
the other's achievement of its goals, As Eaaéggéa,puts it...

/
"Thus, it would appear that the power to
| centrol or influence the other resides in
control over the things he values,
which may ranze all the way, from oil
resources to ego-suprort,” {(3)
In more succient terms, ".,.. power resides implicitly in

the other's dependency."{})
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‘Having made the point that power flows from dependency,
Emerson indicates that it is necessary ﬁp focus attention |
upbn thé concept of derendence itself, bependencé, he
posits,.appearé to be a 'joint function' of two variables,
.and in summary, these are as follows: the dependence of

organisation 'A' upon organisation 'B' is

.
’

1. directly proportional to 'A's' motivational
investment in, or need tec achieve goals

‘mediated by 'B', arnd,

2. inversely proportional to the availability
of those goals to 'A' outside of its

relationship with 'B'.

Emerson defines 'goal' in a broad sense to include
gratification or benefits sought in the relationship

between 'A' and 'B', and 'availabilify' in terms of

the alternative relationships available to the organisations
in order to achieve their goals., He notes that the costs

of developing alternative relationships are important in the
assessment of dependency and cites as an example the economic
concept of bppoftuni%y costs', Emerson attaches an important
caveat to his proposition, which also applies to the content of
this chapter. (and in fact to the entire thesis), and it

is that the exact nature of this 'joiﬁt function' is an
empirical qﬁéstion, and his proposition ",.. can dc nc more

than specify the directional relationships involved."(5)



Thé-two concepts in the {joiné functioﬁ' which Emerson
uses to define dependence have been translated into simple -
economié constructs by D. Jacdbs. in a'paper conc erned
with an orgarisation's general dependency upon components
of its total_operating environméht, Jacobé canEntrétes-upon.
the relstions in#olved in an organisation's acquisition of |
the factors of production, and the diSstal of.its output,(6)
Emerson's second varisble was related to the availabllity
of goals outside of the 'A—B' relationship, This is ;
.interpreted.by Jacobs to refer to the number of alternative
suppliefs and buyers there are in the markst for a particul r
resource, On the buying side of the market, this economic
iﬁterpretationfollows a progréésion through varicus types
of market conditions. The.progression begins with a situation
in ¥hich a unitary buyer may have great power; next, a
few significant buyers may be expected to exert some
oligopsonistic power; and finally, many insignificant buyers
in the market means that a single buyer will probably be
relatively powerless., The relationship between dependency
and availability was postulated by Emerson to be an
inverse one, and it is apparent that this condition holds
true, that is, the gfeater the number of'available alternatives,
the lower the postulated degree of dependence, €2, of the

sell

U]

r upon a particular buyer, In short, the more
conmpetitive the market structure, the iower the degree of
dependence, and the narrower the buyer's range of pover,
This is a fairly straight forward construct which is

[

obviously a re-formulaticn of the message conveyed in

3

- T - AS
CJe TIECCLLNn

2

nrhanter
wilaAajpr Ul g

it



-104 -

-Emerson's other component of devendence was
organisation 'A's' motivational investment in, or'need.
to achieve goals mediated by organisation 'B*, or
in more simple. terms, the importanée to 'A' of the
resource mediated by 'B', Jacobs posits that this
'second variable will be a function of 'Afs! willingnéss
.to subsﬁitute for the resource acqﬁifed'from B; and
this includes actually doing without it,  The criterion
of substitutability, according to Jacobs, détermines the
.eséentiality of the resource in question; This is because
a resource wWhich. can be easily substi;uted for cannot
in.itself b# very essential, However, a resource which the
organisation cannot substitute for without incurring
unacceptable costs, may be considered vary essential to
its functioning. - The second component was alsc postulated
by Emerson as bearing a direct relationship with dependence,
and it can be seen‘that if 'A' is a supplier sélling to .
organisation 'B', and it cannot substitute for buyer 'B!
without incurring unacceptable costs, then its dependence
upon 'B' will be greater than it would otherwise be.(?)
In his discussion of substitutability Jacobs makes two
interesting observations, The first is that what proves
essential to a2 firm may be largely determined'by 'historically
inherifed goals', As an example, he étates that ofganisations:
whose goals, or cperating pattérns tie them to labour-
intensive ﬁechnology, are likely to experience difficulty in
substituting for labouwr. The csecond observation concerns
the statement that substitutability is subjeet to tinme
horizoﬁs= For his example, Jacobs cites the case of shoftﬂhuf

trade union power which stems from an employer's inability
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to quickly auﬁomate. However, in the long-run, the

union'g power.may become heavily cifcumscribed as the
employer aéquirestlaboﬁr sa&ing capital equipnent,

In general térms, Jacobs does provide an economic
framewérk'fér_Emerson’s primarily sociological'viéw,of

the link bétween power and‘dependency in trading relations.'
The'conqept of availability certainly does agree with what
has been cdvered with respectto various market struw tures, and
esseﬁtiality-dbes reasonably concur with the notion of
cosis of substitutidn. However, as they presently stand,

. the two concepts may be said tc lack subétance and detail .-

and it is to this Geficiency which the analysis now turns.

"In a,paper_daaling with the types of speciai demands
buyers may make of their suppliers, K.J. Blois presents an
outline'of the circumstances which may influence voth
the buyer'é,and the seller's conduct,(8) An initial
requisite factor identified by Blois is that the buyer
should be a 'large customer' of the supplier in question,

A 'large customer' is defined by the author as:

."...'a customer which takes a significant
proportion of a supplier’s output and not
necessarily a firm which is large in the
sense of its humber of employees, capital.
employed or even 1afge relative to the

‘supplier,"(9)

The definition of what constitutes a 'significant

proportion' will, according to Blois vary between firums, and -

in any one particular firm it will vary through time,  This

ignificance, that is, its variance

Fi
o

ES ] d. &
laat characterisiic ¢



with the passage of fime,.parallelé Jacob's view that
substitutability is dlso subject to conditions of time.,
Thus; a ‘'large customer' may be significant to the seller
only for as long as it takes the Suppiier.to acquire

substitutes,

-Having defined in general terms what he means by the

notion of a 'large custoher}, Blois considers .a number

of situations Which might serve to more fully exﬁlain the
concept, For his first example, he cites the situation
.facing " a firm with.Only one product line operating in an
industry with excess capacity. Under such conditigns-an&
customer wh&se purchases are'suffigiently = rge that thé
supplier would be faced with a loss if that customer were
to remove its business, would be considered a 'large
customer', 'However, if the supplying industry were to
change to a condition of full capacity and the supplier were.
to discover excess demand for its one prodﬁct line, then
customers which might have been considered large, would no
longer be. .This turnabout occurs becauss if the customer

emoved its business, then it could be replaced, that is,
according to these hypothetical conditions, Blois points
out that even with éﬁcess demand, some buyers might retain

their position as 'large customers?, especially, if the
supplier: takes a somewhat long—term perspective, andlbelieves-
that by remzining loyal to the customer at a time of
shortage of'supply, the customer may reciprocate . when there is

eficess supply. If the supplier provides a range of proeducts,

jAM

Plois indicates that particular custome’s purchases of one

product line may vLe unimportarni, regardless o

Fh

- the supplying
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industry's capacity? but when:all,pf ?héibuyef?s‘purchésesx_
are aggregated across the entire range, then it too may

acquire the position of a '1arge cubtomovf;

‘With the concept of the large customer' firmly

established Blois néxt considers its implications as follows: ~

", .. if a customer is large in.this sense, it
woﬁld seem likely that a supplier would be
esnec1g11y qen31t1ve to that cust omer's needs,
Moreover, observation of business practice
‘indicates that many large customers are
equally sensitive to their ability to bring
iﬁfluence ﬁo bear upon their suppliers and
thus to obtain from them special terms and

conditions,"(10)

In.brief terms Blois appears to be saying that.when the
buyer is essential to the supplier, for example, when there
is excess capacity and the costs of substituting for
existing buyers may be high, then the existing buyef's-
'bargaining position is greatef, as evidenced by their
~.ability to win concessions, In this respect Blois'
formulation of suppiier dependency appears tc be reasonably
similar to that of Jacobs. _Howevef, there is an iuportant
distinction beﬁﬁeen the two approacﬁes; ﬂ)'whll° Jacoos
exbresses_his afgument in terms of objective measures of
markst structure, for example, the actual number of buyers
avallable in a markel, Blois instead concentrates upon

the ‘effective market structure' facing the supplier, That is

say, regardless of the number Of buyers in & markest as

f<|

measured in objec
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be effectively available'to'replace the 'large cuétomer',
at any time, ipréspectiVe of the industry*s capacity,
‘'which influences the buyer's and seller's conduct, As
Blois implies in his example of the multi-product firm,
.the cosﬁs of.sﬁbstituting for a 'lérgelcustomerf may be
such that, in a given time period, the seller may
display deqision-making behaviour, or adopt a forﬁ
of market conduct as if it considered itself to be facing
an 'effective-market-strgcture' which consistéd of
'relétively few significant buyers.. bnly under these
cdnditions would it be possible for the 'large customer' to

exert a major degree of influence upon the supplier.

A related question which requipés further elabofation

is how the 'large customer's"ability to bring influence

is determined;‘ and in his explanation, Blois first reminds
the reader that the 'large customer' was defined in terms such
that the removal of its business represented a 'serious
blow' to thé supplier., Thus, "... the customer's ability to -
bring pressure upon the suppliér revolves around the

quesﬁion of how likely it is that the customer would be able
to remove ité business."(11) 1In assessing the likelihood

that the customer will remove .its business, Blois suggests fhat
there are 2 limited number of aiternatives available, Assuming;
that is, that the large customer requires a particular
input; and.ﬁerely wants to change its scurce_of sﬁpply. Each
'df the five'éltefnatives identified by Blcis, and some

vertinent related considerations, are presenied belov:
- 14



The'customer may cffer its business to another

'supplier within the'coﬁntfy,'but the key factor

"~ in this respect will be capacity situation in

the supplying industry, For example, if there were-

‘a severe shortage of capacity, the customer may

‘have to acquire the input under disadvantageous

terms, As Blois points'out, the customer's
current supplier woﬁld'probably realise'that the

demand conditions are likely to change, or that'by

-guaranteeing orders, the custcmer would encourage

one of the existing suvplier's competitors to
expand capacity. In either case, the supplier

stands to suffer if it antagonises the customer,

The customer may offer its businsss to a foreign
supplier, but the key factors with regards to
this alfernative are the tariffs, import barriers-
ahd transport costs involved for thé input in

question,

The customer maj—encourage a new supplier to enter
the industry, and the key factor in this case is the
nature of the technology of the supblying industry.
Aside from_suqh things as the eXis%ﬁnce of patents
and licences, there =re questions reliated to the.
technological expertise and scale economies

required by the supplier to compete efficiently.
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L. The customer ray set up its own production unit,f-
" but it faces the:same-types of ﬁroblems |
. identified in Number 3 above, as well as, the
| naturél tendenéy for firms to féel that their

expertise lies outside of such activities,

5e  The'custdmer.may takelover an existing.supplier,_
and the problemsbinvolved include not onl& the
search and appraisal of a suitable candidate,
but the financing'of'the takeo&er. . In
#ddition, there is the problem of matching the
acquired supplier's capacity to the customer's .

requirements.,

Blois, -in a mamner similar to Jacobs, points out that
the supplier would consider both the short~term and
long~ternm 1ikelihood of a large customer adopting one
of these.alternativea; The-firstthO'thions are open-
on a long-term basis to most cﬁstomers, but the last.
three probably require that the 1argé customer-bejof_
sufficient size t§ support the necessary proauction

" economies, and these are likely to be simiiér to the levels .
of output of existing suppliers, However, the most
significant similarity with Jacobé' analysis is that, in
outlining the possible alternatives open to the large
customer, Blois not only quite effgcﬁivély describes the
availability cf alternate supplies, but also.some of their.
respective costs of substitution which can confront the

buyer, In effect, it may be concluded that X.J. Blois
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is: worklng W1th the same two concepts of buyer dependency
which were emploJed by D. Jacobs, that is, availability
and subStitutability, but the former'authof is using them

in a different guise,

This re-formulaticn of basically the same determinants
of de?endency is also strikingly revealed in Blois'
discussion of the supplylng firn!' s flex1b111ty.- Given
that the large customer has the various a¢ternat1ves

.considered above, Blois states. that;

... Unless a supplier is in a position to produce
some other product with the spare capacity

which would become available through the loss of
‘a large customer, it -will feel, for its own
.security, that it must treat the requirements

of ifs customers in a sympathetic manner -
particularly those customers which are in a
position to take up either the third, fourth

or £ifth alternative,"(12)

Whether the suppller is in a position to turn to an

alte nat;ve output will be a function of its fiexibi lﬁtv

and Blois suggests that this flexibility may involve two

separate dimensions, The first dimension concerns
pplv1ng firms which may be 'market specific', that is,

firms which sell a 1arge-proportion of their final output

te one industry on the basis that their products are specific

the requirements of that industry. The second dimension

+
%3

I's)
w
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1concenns;supp1ying firms which afe';produét'sﬁecificf,.
that.is, firmslwhich operate With plant and méchinery
that is sblely1limited.to,-and'capable of producing.its
existing range of products, Blois states, without

supportive evidence, that:

w_ .. it is noﬁ infrequent to-meet firms
where émployees at all levels in the‘firﬁ'

~only have experience in that firm or
inﬁustry and it is far from appafent that
they could work éo effectively in én
organiéation making anything but their

current product range,"(13)

' Associated with the first dimension are the costs of
édapting old bfoducts or developing new ones for a
different_market. These costs may potentially limit
the availability of alternate sources of business for
the supplier. The second flexibility diménsion invdlves
not only the costs of acquiring a.differenﬁ férm.of
expertise which is not tied to the traditional product,
but also the costs of obtaining the éapital‘equipment.'
Thus, Blois has simply re-formulated the costs. of
suﬁstitutioﬁ facing the supplying'firm and has turned them

into supplier flexibility., An obvious advantage .of Blois'
presentation is that the descriptive basis of the
analysié is much mcre detailed{ and mofe closely related

to measuravie economic faciors.,
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'fK,J,~Blois,summariseé~hisEdoncép£s7and discussionf i

.as-follbws:i | | | |
| euo 1t is suggested ‘that if a firm is a large

customer of & pérticular sﬁpplier,'it'may

be in'a bosition.to use as.a_bargaining

weapon the threat'of'obtaining'supplies'

'eiséwhere. If the sﬁpplief is market and/

or prbduct specific this threat is of vefy

great imporiance and will greatly influence

the responsiveneés of the suppliers to any

requests such a customer may make,"(1lL)

Within his sunmary are two conéeﬁts which are reminiscent.

' of ideas introduced at earlier stages of the thesis. -The
first idea relates to Palamountain's statement that'a
priméry weapon of economic power is the boycott, and

this if of course the threat which Blois suggests the
'large customép' holds a5 a bargaining Weapon.(15) ~The
second idea concerns one of Jéan Robinsqn's_coﬁditidns

for perfect competition aﬁong buyers; and that was:

"... that sellers ars ihdifferent as o whom they provide
theif,wares."(l6) Blois is obviouély suggesting that under
~ the types of conditibhs outlined in his analysis, sellers aré very
far frqm being indifferent about'theiribgyers.(17)

When this absence of seller indifference is Juxtapcsed with
a given time period in which the seller perceives itéelf

to be operating in a market which is effectively composed

-

of one or a few 'large customers'y . it is not unreascnsble
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to’posit,that'with,such an individual'buyer-sellér re;ation;
- ship, the opporfuniﬁies for monopsonistic forms of market
'COnduct do exist, ﬂdrepver, such éituations may occur
regardless of how the intermediate goods mafket-structure:ié
définéd in agéregative_eé@nomic terms in relation to the

‘number of firms actually operating in the market,

It is now possible to puil all of thé various threads * )
ﬁogethef and'summarise what has beeh discussed, Figure 4-1
'fepresents an aﬁtempt to organiée the main concebts
covered this far and it presents them in a matrix form, .
Starting with the initial precept that the ability to
exercise bargaining powef in tréding felations is a function

of dependency, the matrix. répresents dependency itseif_as
a function of two, inter-active concepts. The first is
'availabiiity& that is, the availability of alternate sources

of supply or buyers.‘ Thé second is sﬁbstitutability, that
'is;_the costs associated with Substitufing for the cbntémporary
tradiﬁg'relationship; Contemporary is used with its literal
meaning in mind, that is 'belonging to the same time', and
particularly reflects the contributory factors of industry
capacity utilisatioﬁ, and the relevant time horizons which
are considered for decision making purposes. The |
fundanental concepté outlined in Figure -1 represent a basis
for categerising some of the main components of dependency
as they may emerge in particular'factor market tradihg

relations, However, other writers haf%e identified some further.

]

interesting aspecis of supplier depszndency and before a2 listing



Figure L-1

Components of.Trading Devendency Matrix
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Some Further'Aspects,af Sﬁpplier Denendency

In this secfién a review is made of some empirical
Studies'and theorefical work ﬁhich beth diréctly.and _
',soméwhat.indiréctly, provide furiher ihformation on sone
ééonomic conditions of factor market supplier depehdency.
In ggneral.terms, the aim of this section is to furnish
some descriptive charactéristics-which expand the
background information contained in ths'componenfs of

- dependency matrix,

The first bit of broadly descriptive evidencelto be
considered is H,F, Lyd@ll‘s investigative éurvey of
smali and medium-sized manufacturing businesses and éspects
of their competitive behaviour,(18) Lydall was invéstigating_
the degree of competition which firms in his sample felt
they were facing., In the process of formﬁlatihg his survey,
" he identified what proved to be a fundamental distinction |
between the-participating firms, The distinction revolved
arcund a question which Was related to the tyﬁe & work
which the firms might be engaged in, -The'question was as.

folleows: B

"Do you mainly work for other firms on
specifization orders or do you mainly

produce a range of your own products which

you then try and place on the market,"(19)
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"marke ters'. . In a +ota1 aemple.conwisting of 8/6 firms

-+ Lydall founa that 411 classed themselves as Jobbers, 1410 as

o marketers and 51 as. 'mixed, (20/ The first interestlng

d1f erence between Jobbers and marketer ‘was ‘that there

was a hivher proportlon of Joobers amonz small firms

than among 1arge.' However, a feature which was much

more noteworthy was that over half of the jobbers and
-m-ix'ed firms in his sample indicated that they were | 4-
: dependent for the bulk of their orders upon a 'Palrly

small number of customers._ Moreover, over 72 percent of
these dependent Jjobbers signifien that it wonld be
difficult to replece_tneir customers, Brieflj taking
stoek, it is not unreasonabie to speculatively surmise’
thatamong Lydall's jobbers were firms which met two
conditions of supplier dependency. Firstly, they were
-potentially involved in 'large customer' trading
situations, as evidenced by; a characteristically small
VsiZe and significant levels of sales going to relatively
feﬁ custoners; In addition, a professed difficulty in

the replacement of customers could be interpreted asa
proxy indicator of an unavailability of alternative buyers
and/or high ccsts of substitution., It wouldnseem therefore,
-that on the surface at least, Jobbers, or more specifically
Pirms producing to their customer's specifications, did
reproduce circumstances which to a degree paralled those

of supplier dependency.

Lydﬁllvalso offers some insight into the market -
‘behaviour of jJjobber Tirms, and he does this by examining
how they assessed their competitive situation., In the

absence of wnat he felt to be objectively based, measurable
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'T,f*critefié"of the competitive éiﬁuﬁtiéh; Lydall used -

essentially.subjéctive proxy-measures.‘AA nurber of
orgéhisafidnalitheorists have stated that a firm's-
decision-making behaviour will be determined by its
cognitivé-orientation towards,'or'péréeptiOn”of stimuli
. or events; ang so'Lydall's approach'may not héve been.
entifely-unreasonable.(él) In any casé, Lydall asked |
. the firms.in'his saﬁpie to eubjectivély evaluate-wnether'
'ithey were.facing one of the following three typeé of
cqmpéfiﬁiVe pressure; strong,mbderate,'or no competition

to speak of. Lydall summarised his findings as folliows:

"Jobbers are, on the whole, less conscious
than marketers of the exiSEﬁnce of strong : ”

competition, and a greater proportion of

x -

ﬂ@”jobberé said that they had 'no compet-
jtion to speak of',"(22)

An equally significant finding emerged from_his queétion.
concerning the knowledge of cohpetitor'é prices: for
Lydall found that over three quarters of his marketers
knew .their competitor's price, while only half.of.his
jobbers had similar infqrmétion. Iin the final analysis,
Lydail concluded that on almost e#ery issue significant
differences appeared between'mgrketers and jobbers -

" but withireéards to market behavicur, jobbers tended to be.

- more dependent, and less atuned to competition,



The next niece of- descript;ve ev1dence to be
cons1dered orglnates from J.R. Dav1es -and M. Kelly 8
-Government iriquiry research report on small firms in
the manufactur%ng,sector.(23) In their general analysis’
of the chargctériétics znd role of the smail firm, the
_gdthors consider, under the subject heading of
fIndependence' some ramifications'of'the fact that,

M ee legal independence does not, however,

imply behav1ourul 1naependence and many
Small-legally independenﬁ firms‘ére

dependent in some way on a larger concern,"(24)

Within the contéxt suggeéted by the guotation, the authors

- report thet the Government inquiry's postal questionnaire
survey of sﬁall ménufacturérs revealed that rore than one
:third of them sold more than 25 percent of their output to
one customef, énd that over 13 percent scld more than 50-percent
to one customer,.(25) This finding was felt to be

importént because a small firm's independence may be
endangered if, in supplying large cﬁstomers ﬁho also providé
product specifiCations, they come to depend upon the

customer for producti- development, This type of situation,
.the authors suggest, may lead to an-tneven,distribution of
bargaining power betwéén the buyer and supplier. In

addition, the small Supplier may also run the risk of‘becdming
so concerned with the maintenance of z specific trading relatior
ship, that it'fails ﬁo develop other products and markets.

In effect, returning to the components of dependency matrix,

|-

Davies and Xe

m

1y are reiterating Jaceb’s point about the

difficulties asscciaisd with overcoming historiecally .ingrained



‘"opefétiﬁg patféfns'and 6f courée;_thé_coaté invoi?ed

" in doing so.

With this theoretical base in mind, Davies and

' Kelly ihtervieﬁed a sample of twenty-five firms which

sﬁpplied-a substantial pfoportién of their output tﬁ:

one customer, HAii of ‘the firms:in. the sample sold

at least uo_‘perceht of their output‘fo one‘buyer;,and

in sddition, they conformed to Lydall's definition of

a jdbber,_i.e;,'they worked mainly_on_specification

ofders for other firms, The authors indiéate that they

felt the jobbér'fan the highest risk of becoming dependent

on a 'large customer', for the reasons outiined'abo§e.

To begin with their fihdings-agreed with thoée of Lydail's
on the apparent difficulties which jobbers felt they faced -

in replacing théir‘major cusfomer. Furthermore,'Davies

and Kelly also fouhd",{.a tendency for the difficulty of

replacihg one customer to. increase and the awaréness of

competition to decrease with increasing dependenéy on.one.

" customer,"(26) On the reverse side of the coin, the |

_ interviews revealed that fifms which_had gréater responsibility -

for the development‘bf their. product were also less

depéndent upén their large customérs and were more confident:

about their abilify to enter alternative markets. In the

| light of their study, the authors concluded that firms which

suppliéd é large proporticn of their output on a2 continuous

-basis to a relatively small number of customers: -



v, .. almost insvitsbly get out of touch

with market developments.énd-conseQuéntly'
find it @ifficult -to £ind opportunities
for thgif work if they lose ‘their exisfing

1

' customers,"(27)

_ In attempting to.determine.the_kepnelsvof whaﬁ.both
_Lydal;; and Davies and Kelly have said aﬁoﬁt supplier
dependency, and to relate them %o.the matrix, it is
difficult to separate cause from_effect; However, it is
apparent that one feature, which is common tc both the
components of.deﬁendency matrix and the two studies, can
be readily ideﬁtified, and this is the existﬁnce of a X
';arge customer'. On the other hahd,.while both of the
studies relate to small firms, Blois' formulation does -
not make it a necessary condition, and given his
definition of a 'large customer', it is not immediately
apparent vhy it should be, Of more significance was the
fact that there was a transfer of informatioﬁ involved in
'~ both studies, and this took the fdrm of produc¢t specifications,
it is here that cause may become entwined with effect, but
t'séems.likely_that';his transfer of information was
partially the cause of the firms®' loss of touch wiﬁh the_
ﬁarket as a whole, a2s evidenced in part by the low levels
of competitive awareness, The other élement\which appeared
to'have'also partially contrituted .%o the éame effect, was
the continuity in the tfading relstionship, 1In simple
Terms, depenﬁency emerges because the suppiier’s nsual
mérket'feedback mechanisms are superseded by the customer's

provigicn of the product/ production informaticn, Moreover



'if{ifftﬂekgufpiief'ié té'voluhtafiiy”éﬁ?&éﬁtékité-6wh'f-J h
"ifundtibﬁallcapacity in that ﬁérticulér'area; then thé.
trading'relationship should continue unbrbken for some
‘appropriate period of time, Thus; in essence, there are
'two more fzctors which may be added to the matrix: ‘the
‘transfer of information and continuity in-the'trading
rélationéhip. With'due allowance for the.inter;active
nature of the factors, it is felt that they should be
 placed in the substitutability gquadrant for they
undoubtedly reveal themselvés in the costs of substituting

for contemporary buyers,

While thesé two additional factors make interesting
and'valid qontributiohs to the understanding of dependent
rekitions, the studies explored thus far héve not fully
reflected-thé extent to which their co;existgnce may under
‘certain conditions lezd to virtually complete supplier
dependency and domination. In order to explain how in
combination, the transfer of information and continuity
may generate such results, it is necessary to examine a
unicue type of trading relation which is Widesﬁread in
factor markets and which involves especially close buyér—
seller ties, that is; subcontracting, Literally defined
as the subletting of work through a contract which is
subordinate to another contract, subcontracting is relevant
'beqauée, as one writer on tre topic points out, it ".. differs
from the mere purchase of reédy—made parts and comEponents in

that there is an actual contract between the twe parties



. ‘setting out the specifications of the order,"(28) -

- 'In effect, the gbove statement appears to roughly

approximate the description given to jobbing, but

in vhat are technically known as subcontracting relations,

the linkage between buyer and seller can become

. ‘considerably more complex.

In a paper devoted to the topic of subcontracting .-
Susumu Watanahe identifies four reasons why an industrial

market purchaser might'use subcontractors,.(29) The first

-reason cited is that the purchaser is able to eccnomise

upon capital and labour., By subcontracting a part of its
prodtction proéess the purchaser isaable to'apply its a&ailable
resources in a limited field, and in theofy; it will

be the field in which it féels it holds a comparative

advantage., A second reason advanced by Watanabe isAso_that-

- the purchaser may take advantage of the lower wages

generally paid in smaller firms, This obviously assﬁmes
that the buyer is large and that the suppliers are‘small
firms, which may well occur in many instances, Watanabe
qualifies this reascn by mentioning the 'dual industrial
structure' featqre qf developing countries, However,
recent evidence on .small firm wage rates in the United
Kingdom(30) and the previously cited, loosely substéntiated
views of'J.K. Galbraith(Si), would tend to also support the

potential relevance of this advantage for first world

. ¢ountries such as the United Kirngdom. A third important -

rezson relates to the advantage to the purchaser of being

able to use the subcontractor's specialised technology; Tor



;examplé;}to-acquire items.covered*by patents and to*obtain -

items for which the purchaser may not find it feasiblé -to

.develop the requisite techn@iogy~in_order-to enter

production itself, Finally, Watanabe'sﬁates that

purchasers may'Schontract part of their work:

_'"To_sefve_as.atﬁffer.against business

' flu@tuétions, or to be in a poéition
to meet péak demands without keééing
on redunaaht capacitj during offépeak

" periods,"(32.)

Out of these reasons for subcontracting Watanabe identifies
two distinct types, The first type emerges from purchaser's
use of the subcontractor's specialised techhology and it

is designated as being 'specialisation oriented’.

"The second type stems from the final reason-iiSted above and

is termed as being 'capacity oriented'. Watanabe points

out that in some of the French literature on the subject

of subcontracting the two varieties are respectively known
as 'structural subcontracting' and 'cyclical subcontracting'.

(33) He also indicates, ds a matter of interest, that while_

industry to industry situations vary, .in general terms, the

former type of subcontracting abounds in the United States

and the latter is more frequent in Eurcpe.

In the case of specialisation oriented or structural
sdbcdntractihg, the underlying motivation for trade.also
tends to foster a complementary felationship between the
pupchaser and subcontractof. This is bscause the |

suwocentractor is ususlly abtempting to ful fil one of
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h"thezféQui?ehents:ih itézﬁurchaégﬁﬁé'ﬁéfibﬁénphaSeé Bf i“
“'“fstagés-of production, Wheh this Sifuation occurs, the?
' pptential exists fof the deVelopment'of a'high degrée

of.mutual rroduction process.continuity, and this
méy in turn lead to the establishment of an assbciétidn
between buyer and supplief Which.ié descfibed as .
fquési—integration'. ‘The ’quési-inté?gration' of a
supplier's producti%e activities with those of its
_customer-may'originéte ih-the latter's need to ensuré that -
the continuity of ité productidh process 1s not disrupted
as a result of component bottle-necks; In some instances,
'quasi-integration‘ may develop out of the customer's
désire to transfer thé need to invest in'compoﬁent
invéntories and'sthage facilities to the subcontractor;-
'IrreSPective of the reason; the ultimate éffect is that
the buyer's and supplier's opératioﬁs become closely
linked and highly integrated. Watanabe indicates thaf
the buyer may therefore come to-influence.the subcdn£ractor
in a number of significant wayé, and'fé illustrate-thel
point, he cites as evidence the following examples of
subcontractor directed assistance from buyers whicﬁ he
has recorded: N

- supplies of raw materials, -

- guidance on control of production processes,

— ’'guidance on quality control.

- guidance on machinexy,

- gudance on blue-print techniques.

- fimancial aid,

e
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There can be lg doubt that under these kinds of ccnditions

L_,

(4]

the supplier cannot for long remain irdirfferent to its 'large

A1t rmental namansaeta
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| J K Davies and M. Kelly also touc h upon the. subgectf
- of stbcontractlng in their report eoncernlng small firms
‘in the manufacturing sector(Bu), and the essence of their
view 'is that the small firm can become especially .
vulnerable if it is dependent upon a. subcontractlng |
relatlonshlp. Vul‘erabllity is deflned in ter ms of 1oes
of independence by the subcontractor. In support of this -
- . view they quote from evidence submitted by the National

Economic Development Council to the effect that many:

"eeo 8mall firms 1i§e as subcontractors in
the shadew of large firms, sometimes ae a
specialist function but often simply

providing a reservoir of surplus capacity
which the large firm'can call on in times
of boom and which can be shed in times of

recession,"(35)

In a rather indiscriminately based statement Davies and

Kelly sum up their treatment of the topic by reproducing

the following quotation:

"... Whenever sub-contracting is practised,
the actual function of the small manufacturer
~seems to become that of the manager of a

branch piant."(356)

Certainly, whenever the types of assistance and co-ordination
of activitiss reviewed above occur in a buyer-seller

relationship, the emergerice of & type cf branch plant 'syndrome

ct
<
3

“

seeme to be one of the pessible, tut obviously not necessary,

Y
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resu}té._"Waﬁanabe points-out that such reiationships
.fhave the pétehtial to pfbvide a 'guaranteed’ ma:kéﬁ for
the subcpﬁtractor; aﬁd bj.sheltéring under the purchaéer'é
umbrella, the éubcontractor may be able to develop the
ability to overcome- the subordinate relatlonshlp and

evolve 1nto an independent producer.

An essential eleﬁent to be extracted from this feview
of:specifiéally buyer—subcontractér trade relations is that 
undef certain geheral circumstances(37): there may not only
be an exchange'comprised of a payment and end-product(s),
that is, -the transaction between the two parties, and an
exchange or transfer of informétion concerning the
specifications of the end—ﬁroduct, but also an exchange
between the enterprises of actual factors of production.(38)
To the-suﬁcontractor, the'létter form of exchange may involve
the continuous receipt bf productive fesources and this
must inevitably become a significant variable when it
equates the costs of substituting its munificient customer.
For the purchaser, this transfer of resources in the form

of either tangible supplies of materia 1",'finance, ete,

or intangivles such as technical expertise, may be thought

of in terms of an investment which it has made in the
recipient supplier, In considering the;réplacement of

thét supplier, the buyer may consider the nature and extent
of the investment as a cost 01 substitution, Therefore,

two more aspects may be added to the components of-dependencyf

atrix as potential factors in the determination of the



'"qu;théfcosts~ofﬂsubstituticn;5 for the buyer it is the
. 'gdst_of extraordinary investment'zmadénin its supplier(s),
and for the supplier it is the "costs of replacing |
extraqrdihary investment'. (39) .The infestment has been
termed fextrao;dinary'_fo indicate_that-it-is'obViOusly

not an investment in the usual economic sense,



129 -

" Conclusion

-The_broad.approach of this‘chépter has been to outline
a concéputai'basis fﬁr explaining and understanding
the,emergencé éf suppliér deﬁendency. In the process,
because there are two sides to a_mérkep, the analysis
has also had something to say about buyer dependency.
However, the focus has been upon the supplier's position,
for it is upon factor suppliers that the emergence of large
buying units, and the use of superior bargaining powver,
has a most telling effect. The analysis has shown
that one way cf understanding the emergence of superior
bargaining poﬁer may lie in-the exploration of two possible
determinants of dependency, and they were designated as
'ayailability' and 'substitutability'. In order to add
'éubstance'to these two interactive concepts, which
togethef yielded a rough equation of dependency, a
review was made of some selected studies and a number
of associated contributory factors were identified, Figure
L4 -2 summarises the main components of dependency;and
the majér, associated contributory,factors. In essence, ip
-~ is these sorts of cqnceptsland factors which may provide the
practical under pinning'for understanding bargaining power,
But the question which they in their turn beg, is to what
extent these types of conditions adé¢tually exist in
particular factor markets, and theansﬁer dbvioﬁsly waits

“empirical study.
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industry,
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: c) Relevant
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time horizons,

d) Costs of movement among | d) Costs of altering
suppliers, market specificity,

e) Costs of importing. e) Costs of altering

£) Costs of encouraging product specificity.

new source,

Costs of backward
integration,

g)

h)

i)

Costs of takeover,

f) Commitment to transfer
of information.

g) Continuity in
relationship,

h) Costs of replacing
extraordinary
investment.



-~The subsidiary aiﬁ ofithis chapter was to de#éiop
a.éonceputal;foundation'whiéh.also provided a‘reiatiyely-
:simple,_and reasonabi& wprkable,investigativé fﬁaméwork
for the examingtion ¢f supplier dependency. The
information summarised in Figure 4-2 appears to lend itself
to investigative w ork on at least two levels, On a
rig@arous level ‘it may be possible -to objectively
determine and measure the market structure, capacity
situation; and relevant costs of substitution for buyers
and sellers in a particular market,:and the matrix
certainly provides a skeletoh outline of the variables
to be examined.(40) On a less sophisticated level, the
factors also appear suitable for the use of interviéwA
techniques in order to obtain estimatés of the significance
.of.the variovs factors from informed decision-makers

operating in a particular market.(41)

The final comment of this chapter concerns a topic
which has already been alluded to in the discussion of
subcontractor/buyer relations, It was indicated that it
was possible for a buyer's and its supplier's activities
to ﬁecome so entwined, that a condition of 'quasi-integration®
resulted., This conaition has potentially serious
implications for at least two reasons; firstly, because it.
influences the exercise Qf bargaining power: and secondly,
because of .the serious repercussive effects the actions of
large buyefs may nave upon their suppliers, snd the econonmic
sectors in which their suppliers operate, In light of this, the

next chapter considers the entire concept in more detaii,
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'CHAPTER 5 .

P~

VERTICAL GQUASI-INTEGRATION

"Itldbés.ndt alwvays follow that formal
vertical integration is necessary to
‘achieve the apparent benefit of this

.form of industrial structure. In

scme cases, ,,.. customer and supplier
may,work-ciosely with each other,
co-operating 6ver questiops of quantities,
prices and delivery dates, and on

technical matters,"(1)

Introduction

In Chépter 3 alreview was made of scme of the effects
which may arise when a large firm buys differentiated goods
from its suppliers, It was shown that by discriminating between

suppliers, the buyer may be able to eliminate 'économic rents"'

énd push the price down to the level which, in the long run,
merely maintained the supplier in business, Moreover, not only
was the large buyer able tc exert the type of pressure which
would fofce suppliers to abandcn their attempts to achieve sone
form of product differentistion and return them to price
competition - but if tﬂe buyer's position was very étrong; it
ﬁight pay only cost plus a fixed percentage, and be in a position
to ensure that cosis were not ‘'rvadded'. M.A. Adelman sums .up
the semblance of this situation by stating that: "... the large

buyer gains the advantages of vertical integration without



assuming the risks or-rigidity cf ownership.,"(2) In Chapter L
.it was,éiso shoﬁn'that certain types.of'close trading rglatibns
méy approach‘a position'described as the 'quasi-integration!
of suppliers with their buyers. The suggestion that
.indepehdently oﬁnéd enterprises may be 1inked in such a

way that they behave or operate as infegrated production

units once again raises familiar questions in a number of
-areas, for éxample, what are the implications in terms of
.ménopsoniStic exploitafion, managerial independence, the |
inter-relatedness of industrial sectors, and measureé of
economic power and concentration? 1In éttempting to formuiate
even -the most tentative respénses to these gquestions it is
-necessary to consider and establish the validity of the
initial suggestion. Therefore, the primary aim of this
chapter is to identify the geﬁeral precepts associated with
the vertical integration or productive activities and to
relate theh to 'quasi-inﬁegration‘; In other words, to examine
whether conditioné of vertical integration may be met or
approximated, not through formal internalisation, but through
the exerciée of superior bargaining power and through the
éxistance of those factors which are related to supplier

dependency.,

By way of organisation, the remaimder cof the_chapter
begins with an over view of some basic definitional elements
to be found in the economic literature on underlying motivation
for vertical integration., It then conaiders a number cof
implications'génerally associated with vertical integration.

In the progcess ¢f reviewing both motivetions and implications,

an attexmpt is made 1o discuss the relevance of 'quasi-integrationt®,



* The condiusioﬁ ﬁresents a summafy of the main points,
. Because thié'thesis is concerned with factof-market bﬁyer/
' uéubplier felations, the esnalysis is limited primerily to
backward integration., The reasons ﬁnderlying the pre-.
'6ccupétion with véftical-relationships waSiexplained in the
previous Ehapter, and -stem from Palamountaih's statement
"fhat'it is in theée types of relationships that relative

bargaining strengths play a significant role.
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Motives. Behind Vertical Integration: A Géneral Theoretical
- ' ‘Review

The aim of this secticn is to briefly review some
fundamental, theoretical motives for vertical integration
and to comment in broad terms on how they bear upon buyer/

&upplier.depeﬁdent relations,

Tﬁe examination of motivations for vertical integration
generally reveals three tyres of considerations: the
desire for efficiency through technologically based production
economies; tﬂe desire to avoid markets, particularly
imperfecf ones; and, the deéire for security,. Each onc of

these considerations will be reviewed in turn.

The first motivation to be considered can be described
és the punsuit of 'production savings', and these 'savings'
are based upon thg,fact fhat an integrated firm may be able
to perform a series of successive productivé functions cn a
more effiéient basis than they could be fulfilled by a_number
of separate firms., There are two types of 'productien savings'
which may be identified., The first, and most readily understood
type, occur ,... "... in cases where technolcgically
conplementary prodgctive proceésses can be brought togesther in
a single plant."(3) J.S, Bain cites as an example of this type
the integration of making pig iron, converting iron into sﬂeel
and the shaping of steel into semi-finished prodﬁcts. Pickering
"adds as another example the ability to turn wood pulp-into
newsprint.{4) In essence, this type of production saving reguires
the completion of successive processes quickly, thus, avoiding
-tﬁé incurring‘of intermediate ccsts and related disadvantages,

The second type of production saving occurs net from technoiogical
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coﬁplementarity,_but ", from.the easier consultation, planning
and cé;ordination of adjacent procesées that is made possible
"in a vertically integrated organisation."(5) . The potential’

benefits are widespread and Pickering lists such factors as:

(a) easier forward scheduling.

(b) economies associated with longer runs and
uninterupted patterns of production,

(c) intensivecapacity utilisation,
(d) wider spread of coverheads.
(e) reduction of intermediate inventories,

(f) elimination of expense of purchase
transactions, and,

(g) reliable influence upon product guality,

While benefits (c)-and (d) seem to be more closely allied to
taking advantage of increasing returns to scale, and benefit (£)
to a airect cost of using the market, it is clear that the
remdining Benefits directly relate to a firm's needs for

consultation, planning and co-ordination.

Given the assumptions of product/process simplicity and

a perfectly static environment, it has been posited that a
once-for-all coniract between buyef and seller may be all

that is requirezd to ensure continuous producticn and that
vertical integration may hold few of the above advantages,

(&) However, if ",... conditions be enriched to include the
stipulation that the product in guestion is technically complex
and that pericdic redesign and/or volume changes are made in

response to changing environmental ccnditions ..."(7), then



'thé requifements-change, that is, the firm's planning/co-
_erdinatidn'needs,land-éo-may the appeal of-vertical
integration. In a paper concerned With vertical integratidn,
'O.E.1Williamson suggests that in some instances, where there

is 'ex-ante' uncertainty attéghed to purchssing deciSions,'

the usual tools of the market, i.e, contracts, may be |
unsuitable, He labels this condition, 'contractual
incompleteness', and in brief terms.it materialises because-
the three usual.kiﬁds of contract (once-for-all, Short—tefm
.and long-term) are unable to specify, due to prohibitive

costs or non-féasibility, the entire range of éohtingencies, or
stipulate the appropriate actions, Dynamic'environments may
therefore lead to contractual.incomplefeness,_and once ",..., the
contracting parties are locked into a bilateral exchange, the
divergent interezts betwen the parties will pfedictably-lead to
"individually obpoftunistic behaviour and joint losses.%(8) Such
negative fesults may not, of course, necessarily occur, but
vertical integration, according to Williamson, would permit
sequentizl adaptation to envircnmental changes upon a basis

of, co-operative aljustment between productive units and

non-opportunistic bargaining.(9)

It is reasonable to cenclude that production savings of
the first sort, that is, of technological complementarity, do
lend themselves almost exclusively to formal inﬂegration. However,
as the review of subcdontracting relations suggested, the
second type crf procduction saving, that is, consultation,

planning and ce~-crdination, may in soire cases be parallied o
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- an extent by 'quasi-integration'. Moreover, at least

one researcher in this field has presented evidence, alreédy

covered earlier in Chapter 3, that suppliers may be sc bound

to and involved with their‘customers; that their actions,
and willingﬁess to absorv uﬁforeseen contingencies, extend
beyond the conditions set out in their contfacts.(lo)
Thus, while dynamic environments may leéd to 'contractual
incompleteness', some of the resultant deficiencies znd
uncertainties may be overcome through 'non-contractual
flexibility'. This.propoéitidn may be especially true in
a 'large customer' trading relationship, in which it has
here ©been theorised, the factor market buyer's ability to
influence the outcomes of the relationship is in part
_determined by the degree of supplier dependency involved,

In a paper dealing with the subject of vertical quasi-

integration, K.J. Blois cites three examples of how elements

of the second type of production saving may be captured by

large customers':(11)

1. Stocks and delivery: ‘'Latge customers' often rely upon

suppliers to have sufficient stocks and to offer
flexible delivery so thalbt unexpecied demand surges
can be met, on the other side, they may also
expect suppliers to hold deliveries'when production

is delayed, e.g., due to strikes, In the final

analysis; such requirements may add to the suppliers'

costs,

2, Materials 'Large customers' may arrange for the

purchase and timed distribution of materials or inputs,

thie ensures quslity, timing, 2nd if there are purchase

lan

economies involved, also ef

fects the costs of the suppliers.

¥




. 3, Technical Service Suppliers may provide consultation:

in the form of technical service and advice, and,
"this ofteh occurs well in sdvance of the time when a
supﬁlier’knows whether or not it will receive'an
order for this item from the custcmer and this means
that this technical advice, if provided free (as

it typically is), is very much an investment with

a definite pdssibility of a zZero return in the

immediate future."(12)

The essential point to be gathered from the above is that both
_the elements behind production savings and the advantages to

be gained, may not exclusively require formal integration and

unitary ownership.

A second motivation for vertical integration lies in
what J.,F. Pickering calls 'avoidence of the market'(1l3),
but what may, in more basic terms, bte related to what
D; Needham calls an avoidance of certain costs of using the
market., (13) 1In effect, these market costs concern not only'
purchasing and selling functions, but alsc the costs of
information collection,_hedging and vpromotion which may
be diminished or eliminated through formal integration,
Avoidance c¢f ithe market alsolunderlies what 0,E, ¥illiamson
entitles 'strategic misrepresentation risk', and by which he
refers to the risks which result not cnly from 'ex-ante' and
'ex post' uncertainty in trading relations, put also from the

suppliers’® vested interests in misrepressniing conditions,{1l5)

A

As examples of what he means, Williamson cites three occaslons

favouring intsegration:



l. Moral Haﬁard. The 'conjoining of ipharmonipus
incentives with uncertainty’ occurs, for example,
'whén contracting for an item for which the fim1l
cost is ﬁncertain. A cost-plus'contract shifts
the development and production risks tc the buyer,
but may "... impair the incentives of the suppiier

to achieve least-cost performance,"(18)

2. Externalities/Imdutation, Occuré when the

accounting and monitoring of imputing costs
and benefits are inadequately performed, and thus,
assigned in the transaction, Internalisation

also avoids protracted disputes over these issues,

3. Variable Proporitions Distrortions, Relates to the

substitution of monopolistically priced factors with

competitively priced ones, through integration;

Williamson's case can be summed up as Tollows:

"The advantages of internalisation reside in the
fadts that the firm's 'ex post' access Ho the
relevant data is superior, it attenuates the
incentives to explcit uncertainty opportunistically,
and the control machinery that thée firm is able to

activate is morz selective."(17)




: bne'péssible method of overboming some of these.'strategic
'misréprésentation risks' can be seen in”Whét~ M.A.
Adelman terms 'partiél iﬁtegraﬁion';(18> Through incomplete
integration, a.lafge buyer is in a position to check on the
6ost and profits of its :suppliers, it has. aceess to much more
infofmation, and can therefore, exert downward pressure on
prices, In addition, |
. "The large buyer is able to keep his own supplying

department near the optimum level of operations,

and transfer . the risk of fluctuaticns, i.e,

the cost of maintaining idﬁ@)capacity, to his | X

suppiiers."(l9)
in this case, ‘large customer' tactics can be seen to work
towards a lowering of the costs of using the market by

eliminating some of the 'expost' uncertainties involved,

Also in relafion to the subject of market avoidanée,
Bain suggests that pecuniary economies materialise if by
integrating it is possible to eliminate the payment to
suppliers, ",es Of prefits in excess of a basic return on
the added investment required to integrate,"(20) The
anaiysis of buyer/suprlier relations deélt w#ith in Chapter 3
‘and papticularly 1,4, Adelman's work, have alresady shown |
that in largs dbuyer, or 'large custcmer', and relatively
smaller supplier relations similar kinds of p=cuniary
economizs mzy e attained withoud fcrmél integration.

. - . -~ - N . o= ‘-
Naturally, to follow ﬁalmaﬂ statement, the possibility does

w

£

exist tnat even av an extreme minimum price level of costs

plus a fixed percentage, a supovlier wmay shill ve producing
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at' a level of costs which-exceeds the basic interest charges
oh the.added investment required fdr integratipn. Thus,_for'
 the buyer, formal integration wouid be the-best:strategy.'
However, if the supplier conforms to ths= Galbraithian model
of a small'firm, ﬁhat is, it pays idwer than average wages to
its labour force, and has an entrepreneur who is willing to
be exploited by accepting a lower than prevailing rate of
return, then 'quasi—iﬁtegrétion'_may prove to be the best
Yleast-cost! strategy available,(21) Accurate conclusions
would of course require empirical data, but in total, the
general'theoretical'implication'regarding this motive, ié that
large buyer/small Supplief relations may effectively redhce
sonme of the costs of using the marketi, and thereby, roughly

duplicate another incentive behind vertical integration,

Tre third and final motivation to be considered is one
of security; fhét-is, the firm's desire for sec@rity of
timely supply at feadily, guaranteed prices and cgualities,
‘This desire for security may be reflected in several specific
forms, For example, the ownership of productive capacity _
ensures that it is always available when needed,, However,
it can be seen that a tied supplier which is both market and
product specific, and which faces a limited availsbility of
alternate buyers, with high costs of subsfitution, may be so
inflexible in the short to medium term, as to make ownership, for
security purposes virtuslly unnecessary. Another basig upon which
the need for-security may lead to formal integration conésrns
' a buyer's desire to maintain a regular, unbroken flow of supplies,
Predictabiy, quasi-invegration may alsc meet this need, for

exanple, Blois cites cases in which large customers have attempted



S AE = e

to infiuencé'suppliers ekperiencing labour‘réiations'problems
.5y either 6ffering.them the services of the buyers'! own |
-.épecialist labour relations staffs, or By pressurising
the suppliers to end a dispute quickly -_regardless of
the'terms.(22). Bﬁth tactics are, of course, usually'
considered to be head office perogatives which are employed
when branch plants encounter disruptive and generally,
localised ﬁroblems, Closely allied to the necessity for
supply continuity; is the buyer's desire_tp ensure
éonsistﬁnt quality and high productivity, andéd in many cases. all
three of these hinée'upon the supplier's management., 1In
light of this, Blois states that many big firms expéct to vet

a supplier's senior management and:

"If the management is not considered competent,
then either the firm will not be accepted as
a supplier or suggestions will be made as to

how the management feam might be strengthened."(23)

Blois indicates that in some cases.theée suggestions may run

to the buyer's specification that an individual from its own
organisation should be employed by the supplier. The desirability
of delving into the internal operations of suppliers is well |
Iestablished in the conventional literature concerning effective
purchasing behaviour, and in one study the writer not only

desiring

cltes cases of customers '

on-hard' control over their
suppliers' production methods ang quality systems, but he

concludes with the following statement:

"The results cof this study sugzest that there

yets
(0]
3}

definite need for better techniguss and fmore formal

Y



procedures for evaluating management_in'major
supplier selections, Such improved techniques
would help the purchaser

(1) to eliminate poorly-managed vendors from
- further costly consideration,

(2) to apply proper weight to this factor in
choosing amecng several qualified suppliers,

'and,

(3) to aveid or reduce supplier problems by
developing an awareness of managerial

trouble spots,."(24)

A recent material example of one major U.K. buyer's
attempts to achieve a higher level of security, or certainty
in relation to the acquisition of ifs inputs, is povided by
the Central Electricity Gererating Board, The C.E.G.B; has -
announced a policy of conducting audits of 1000 of its power

station construction supplisrs, In order to minimise the

risk of costly delays, The Financial Times reporis thaﬁ:

"The full audit, by C.E.G.B. engineering services
division, will cover the managerial and
financial competence as well as the technical

competence of the companies,."(25)

The Times adds that the audit, "... is coupled with a

more thorcugh checking of the ability of suppliers to

maintsin high quality and to provide effective programne
management ."(26) In order to obtain a 'certificate of

. compliance', the sununlier must 'cooperate'! and permit the

auditors to¢ examine its pracuices, and of course, correct

*inadecuacies? found, Tn relstion o the buysr's need

el
1
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for-security the advantages of suqh 'agdéts; are apparénf, 5ut
mofe than this, théy also overlap, in terms cf their ébility_ .
to generate information and exercise internal control, with
the motivations for producticn savings.('exaate' uncertainty
included) and for avoidance of the market (!'exante'
and 'ex post' uncertainty included). Therefore, on the
surface at least, the C.E.G.B. appears to be on its way
to'gainihg some of the benefits of formal integration
without any of the associated formal paraphernalia ascribed
in conveﬁtional econoﬁic theory. ‘The fundamental condition
underlying its ability to conduct such a programme, may
be concisely summarised by the following comment from

The FPinancial Times: ",.. so commanding is the situation

of the customer here, even its major contractors are

unlikely to protest very loudly."(27)



Implications of'Verfical'Integration: Some Relevant Consequences

The-priﬁary purpose of this section-is to review some
of ﬁhe implicationg usually associated with formal integration, -
and iﬁ the procesé, to aésess their relevance to postuléted
conditions of quasi—integration of buyers and suppliers in-
factor markets; The broad framework to be used for this review
has been borfowed from J,F. Pickering, and it consists of

two major types of implications: managerial, and economic.(28)

In his discussion of the managerial implications of
vertical integration Pickering indicates that the major
advantages usually ascribed to it in fact stem from three

implicit.assumptions:

(2) that intra-firm communication is better
thar inter-firm communication,

(b) that internal parts of an organisation
have common, non-conflicting goads,
~and,

(¢) that wherever pcssible, intra-group
trading occurs. '

‘The assumption related to intra-versus inter-firm

communication partially revolves around the economies of
informatioﬁ exchanage and consequent reduction'of uncertainty
covered in the previous section, G.E, Williamson adds a
further dimenéion to the cdmmunication assumptiop by suggesting

tha

ct

there are 'information processing effects' attached to
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integration and these can he geen in at least
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two areas:



(a) ‘'information impactedness'; where low |
cost information about risks involved in
a transaction is not available to both
parties, but is believed to be sufficient
by the party (e.g., an entreprensur) who
resorts. to integration because of the

unwillingness of others to,qontract into
- the transaction, In simple terms, the
.entrepreneur's assessment of the risks

will be based upon useful information

which does not have the same 'impact'

on others, and thus to obtain the resource(s)
required, he integrates.

(p) ‘observationgl economies'; because the
acquisition of information may involve
a fixed ‘'set-up cost', the returns from
a commitment of the requisite resources
may be more effectively spread if there
were a wider range of activities involved,
that is, "... if a single set of
observations can be made that is of relevance
to & related series of production stages,
vertical integration may be efficient,"(29)
Thus, because a fixed commitment has alrezady
been made for one part of the vroduction stage,
it may be efficient to move into
other stages and spread the commitment,

‘In general, then the superiority of the intra-firm
communications assumption is based upor the vremise that
within the firm there is an-unrestricted, continﬁous flow cof
gseful, homogerous informaticon, The seccend assumption of
common, non-—conflicting goals Williamson describes as the

'convergence of expsctations This issue, he argues, will



. be of particular relevance when theré exists a nigh dégree of
interdependence between successive production stages, as well
'aé, some degree of difficulty in specifying all of the
'appropriate.conditional resonses to changes which may .occur.
Co-prdinatidh of ﬁhé activities 1s likely to be less

efficient between independent units because the costs of
negotiation and the time required are probably greater than

if the succeésive stages were integrated under one administrative
process, With its associated rerfined 'rewapd and penalty'

instruments',

The superiority of an integrated administratiﬁe process
is in fact a baéic tenet of Williamson's analysis, and as
the above illustrates, he confirms the genefal validity of
the first two implicit assumptions, Not only does he suggest
that the firm's information processing is more effective, but
the firm; "ees ,POssesses a comparatively efficient conflict
resolution machinery"! (30) For example, he states:
"Interorganisational conflict can be settled by
fiat only rarely, if at all ... By contrast,
intra-organisational settlements by fizt are

common,"(31)

It is worth noeting that the two preceding chapters hawve shown
that in certain kinds of trading relationships fiat, in the.
form of supérior bargaining power, does exist and therefore,
may be useful in cenflict resolulion, Moreover as Blois
convingingly illustrates with evidence from Monopolies

Commission reports, many large customers obiain information by
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making it a2 condition of business that they have access to
a.supﬁlier's plant‘and records,(32) Thus, it is apparent that
'tb dichotomise ;rading relations into the polar opposities of
-either ‘arms Jength' transactions,. or verticél integration
représents a gross under estimation of the capacity of
firms to'duplicate.the underlying conditions associated
with these two implicit assumptions, vReturning to the main -
argument, there is a vast literature -in the field of
organisational behaviour which deals both with the deficiencies
of intraorganisational information flows and with the problems
of internal conflict resolution.(33) What is more, this
literature tends to lend credence to J,F. Pickering's
contention that in some cases the generafion of internal
problens can negate the cost benefits derived from vertical
integration. These problems may take many different forms but
mainl& reléte to an over-extension of the management team either
in terms of its ability or know-~how, an inflexibility of
operations, a failure to subject internal units to the objective
criteria of economic performance, and the need to maintain
an harmonious balance between different parts of the
crganisation. Eecause these menagerial problems are basically
internal, they would not occur to the same degree with

quasi-integration.

The final impiicit assumption identified by Pickering
ﬁas that of intra-grcup trading. Pickering points out that
in sone iﬁstances intfaugrouﬁ'trading is forbidden because it
may create dissatisfacticn and ténsions, and also lead to a

loss of flexibility. Aside from these problems. which emerge
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from such areas as trancfer
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ions, there is the



:_'fundamentaT dlsadvantage that, Moo 1t may be more dlfflcult
:to cease tﬂadznv Tlth an 1nefF1c1ent part ‘of the same
'organisation than to d:op an independent inefficient

supplier,."(34) in'addition_to“fhe managerial probleﬁs in

intra-zgroup tradiﬁg, there is also an associated techﬁical
one of ensur ring that the efficient cperating scales of
different production functions are matched. As Bain

puts it

".e. there must be an integrated operation a
*reconciliation' of the horizontal-zcale
optima of the related'stages, generally
requiring for best efficiency an increase
of  the scale of operations above the
minimun optimal for the stages with

the smaller minimum optimal scales,"(35)

Once again the guasi-integration of a supplier can be ssen as
a possible means of avoiding some of these intra-group

disadvantages.

The next type of implications to be linked to vertical
1nte sration have been described as 'economic'!, and they relate
to two maLn issues: entry barriers and anti-competitive effects.
- Entry barriers essentiglly involve two problem areas, The
first of tneae occurs if the situation materlallses where
existing firms in an industry either control all of the
evailable sources of supply of.paﬁticular facors, cor they will

only supply themr to competiters at uneconomic prices, The
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second prdb;em area‘applies‘in situafibns in which the ehtrant

_to an industry faces constraints in obtaining capital funds,

and thus, ", .. vertical integration by established firms which
makes it necessary for the entrant to enter more than one

stage (of the production process) in order to be just as

efficient as established firms will make entry more difficult."(36)
The other type of economic implications concern anti-
competitivé effects, for as Pickering points out, a vertically
"integrated firm, which also supplies its competitors, may
"resort to a price ‘squeeie‘ either through differential pricing
bolicies (or sas ¥/illiamson more accurately describes it,

price discrimination), or by influencing thé terms of sale in
such areas as product quality, speed of service, and frequency
of supply (especially at times of excess demand), The
assessment -of how entry barriers ﬁay aprly to quasi-integration
suffers from an absence of readily available empirical

data, However, it is possible to spéculate that while suppliers
which are 'quasi-integrated'! obviously possess more potential
trading mobility or flexibility than integrated production
departments; thé exist@nce of an array of 'tied supplisrs',
that is, tied to established firms, must present an additional,
even if_indeterminate, obstacle or cost for new entrants to
overcome, On the issue of anti-competitive effects, Blois

does provide scme intaresting empirical evidence that large
customers often attemﬁt to interfere with a supplier's relations

- with its other customers, He sgtates that this interference:

tee. may taks many forms including, for example,
stating that the supplier must not also act as

a supplier to certain of the customer's



‘immediate competibtors, or informing the supplier
' that a proprosed advertising campaign in
conjunction with a competitor is not to be

‘carried out."(37)

While'categorical conclusions are not possible, it does seem
likely that qQuasi-integration may also offer some of the

advantages associated with these economic consequences,

To summariée, the managerial consequences of formal
integration, which may often act as dis—incentives or
constraints upon integration, can be avoided, and the
économic,consequences may be moderately duplicated, for
large customer/supplier relations in which 'quasi-

integration' occurs,



Conclusion

In discﬁssing verﬁical integration D. Neédham_states
that regardless of-the objective which a firm pursues, thati
is, whether it be profit msximisation, sales revenue
maximisation; or ﬁaximisation of its growth rate, because
-integration reduces the costs of the firm's final product,
it would be a desirable strategy to follow,(38) Another
_economist, R.N. lMcKean, elaborates upon this bagic notion
of simple cost reduction by indicating that a significant
reason for vertical integration lies in the attempt to
reduce transaction costs.(39) As the preceding sections have
suggested these transaction costs involve such diverse elements
as:",.., information exchange, product purchase, redistrivution
of risk bearing, elimination of inefficient input combinations
by the processor because of monopoly prices charged by
component manufacturers, and achievement of technological
economies by arranging lower cost transfer of components to
the processor (e.g. molten iron to the steel mill),"(40)
Moreover, the assessment of transaction costs may also consider
the opportunity and propensity for protracted strategic
bargaining and fhe exchange of guestionable, or dubious
information. Thus, in general terms, McXean reasonably
concludes that vertieal integration is concerned with
externalities, either in the form of costs being imposed, or

potential benefits being denied.

Costs and benefits nave appropriately been the key criteria
in this review of the motivations and implications associated

with vertical integration, and the ability of guasi-integration



to attain_paféllel.conditions. It hasrbeen réasonably shbwh
that in most réépects quasi-intégratién'has the potential to
 'aéhieve many of the cost reductions, or capture many of the
benefits of vertiqal integration.' It was shown in Chapter 3
that in it treatment of the precuniary advantages of

large size and superior bdyer power conventienal economic theory
has been primarily concerned with monopsonistic exploitation.

It is now apparent that this approach overlooks some significant
- Aynamic aspects of factqr market behaviour which may
encourage the large buyer to use its superior buying power in

a more arcafe fashion, and thus, ettempt to gain many of
the benefits of vertical integration without assuming the

risks or rigidity of ownership.

- A number of organisational theorists have postulated
that the modern diversified industrial enterprise is
increasingly confronted by a progressively more dynamic and
complex operating environment,(41) Such environmental
conditions imply that the large enterprise must often face
high levels of uncertainty in respect of its various activities,
and thus, may be expected to attempt to reduce this
ungertainty wherever poésible. In relation'to the
enterprise's factor market behaviour, K.J. Arrow has
déveloped a simple mocdel which emphasises the role of
un@éertainty in the supply or acquisition of an upstream good
(i.e., a factor of production), and the need for information by
the downstream firms (i.e. industrial buyers),.(42) Given

his not. exceptionally complex assumpticns, Arrow shows that



':because,the buyer is‘motivated.tO'réJuce the uncertainty .

- concerning the supply of the upstream good in order to improve

',. its ability tc choose the level of capital appropriate to its

'oﬁn oufput, there exists an incentive for incipient
vertical-intégration., This chapter has effectively shown
that under .conditions broadly equivalent to Arrows', and
within the éontext of general uncertainty in trading
relations, there are aléo strong incentives for vertical,

'quasi-integration'.
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CHAPTER 6

SPATIAL APPROACHES TO FACTOR MARKET TRADIKG RELATIONS

"One expects to find some relationship between
~the functional structure of an industry and
its geographical structure .... Localisation
is one method of increassing the economic

size of an industry and'achieving the gains .
of specialisation. The auxiliary and
complementary industries that must operate

in intimate co-cpcration can seldom do so

efficiently at a distance."(1)

Introduction

Given the above quotation, it is not unreasonable to
speculate that G.J. Stigler's expressién '... must operate
in intimate co-operation...' may possibly be another way
of characterising what the previous chapter described as
the need for factor market buyers and sellers to consult,
plan, and co-ordinate, That is, essentially those conditions
.associated with dependency in general, and with either formal vertical
integration, or quaul-lrteﬁratlon in particular However, Stigler
adds a new element to this analysis, and it is that there may
also ve certain spatial implications, In fact, trading
relations between factor market buyers and sellers represents an
important arez of study for regional economiéts, and their
primarily spatial orientation, has led them to e xamine the

locational aspects of these relaticns, under the rubric cf



of industrial linkage patterns, 'Moreovér; some of their

i work has been conceptualised upon the basis that there is a
‘réiationship between the proximate location cf Tfirms, or
agglomefation, and the need for technical or spe01?llsed
production units. If'some_of the conditiocns ceoantributing
toward industrial agglomeration pzrazllel some of those
conditidns associated with the dependency of supplier units
and the Quasi-integration of suppliers with dominant buyers,
then the.role or importance of key large industrial units,
which may also hapren to be geographically concentrated, may
in effect be behaviourally more complex and pervacsive than
the linkege patterns shown in input-output models, which are

based upon the guantitative flow of physical goods and

18

services alone, suggest. It ig the aim of this chapter to
briefiy explore, in general terms, the likelihood that
in some, but certainly not all, situations overlapping
conditions may cccur in bvoth dependent trading relations and
in agglomerative linkage patterns involving a master industry

~or firm.

The chapter begins bty examining the notion that the

process of industirialisation, that is, iIndustrial growth, may

(!J

lead to the crezstion of highly tied 'satellite' industries,

The analysis then briefly touches upon the concept of regional
grovth poles and economic dominance, In this analysi;, the need
to acquire an understanding of the externzl economiés involved

“in industirial-geographic concentration, or polarisaticn is identified.
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This need is- confirmed by an overview of .some of the

.generél agglomerative forces éffecting linkages and

.loéation, and then sone spécific characteristics of industrizal
linkage are presented, Vherever it is possible to do so;

‘an attémﬁt is mede to relate the analysis to the various facets
of supplier dependency and quasi-integration covered in
.previous chapters, The conclusion draws the chapter together
and summarises, Within the broad framework of the thesis the
chapter adds another dimension to the understanding of how

the industrial structure is effectedﬁby dominant factor

market trading relations.
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‘Satellites' and Growth Poles

The purpose of thiS'section is to present some
fundamental ideas, which.have been takern from literature on
industrial development or growth, and which relate to the
general concept thatamohgst the various 'inducement mechanisms'

"involved in fhe pfocess of irdustrialisation, the role

of a dominant, master industry has been assigned a

degree of importance, That is to say, the active
encouragement of large factor market buyers might be

a worthwhile economic policy to pursue because they may act
as stimuli to industrialisation and growth, It should be

notea that most of the concepis introduced in this section
are relevant to 'a national context and not necessarily a

regional one.

-Tﬁe first topic in this section cbncerns A,0, Hirghman's
formulation of the notion of backwardllinkage, and his related
description of 'satellite industries'.(2) In his discussion
of inducemens mechanisms,fﬁjsﬁman describes a process by
which one product or industry stimulates the production of
other prcducts, or the vreaftion of other industries, and in
so doing, encourages economic growth, One such mechanism,:
terped 'hackward linkage effects', pafticularly relates to

factor markets because:
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“Baékward 1inkages-occur'when'an industry
needs inputs and creates such a strong
- demand for them that hew industries
épring into bpeing to satisfy i1t."(3)
.Thus, '*linkage effeét33 emanate from one industry
towards another, and in order to understand the 'tofal',
- effect which may occur, it is necessary to examine its two
underlying elements:.'importénce' and 'strength', The
'importance' of the effect stems from the net output of the
newly created industries, and the 'strength', from the:
probability that tﬁe new industries will be created,
Elaboeorating upon t ese.two elements, Hirschman indicates
| that the total effect can be measured by the sum of the
products of 'importance' and 'strength', as expressed

by the following equaition:
n ‘ |
W = 2: Xs Py
1

where, W= the total linkage effect of the establishment of

industry 4,
n= the number of additional industries created,

¥: (i =1, 2...n) = the net outputs of 'n' industries, and,

1, 2 .,..n) = the ovrobability that each one of the
1

. (1
p, (
n' industries will be set up as a
result of the establishment of
industry W,



The probabilities éeasure_the 's-fength' of the stimulus
and it is possible to 'roughly' measure this strength
' pfovided certain cther variatles are known, The first of
‘these other variables relates to the fact that the
establishing induétry, W', requires known annual physical
; Secondly, the

n
'mininum economic size', in terms of annual productive capacity,

inputs designsated as: Yy2 Voeee ¥

of the firms Which would produce the inputs, yl, Yoy oo yn'
- ’

is known and designated as: 875 8peea 8. Given these

two variables the probability that the establishment of
irdustry 'W' will stimulate the creétion of firms to produce-its
inputs, is equal to the ratio of the annual physical inputs

to the firms' annual productive .capacity:

P, o= (pyg1)
23

Hirschman points out thét the 'y's! are equivalent to the
gross output of the firms in physical terms and shculd noe e
donfused with the ‘'x's', or 'importance' element, which
represents the net output in value fevms. Finally, Hirschman
states that 'minimum economic size' is not a technical concepnt
but is defined in economic terms by considering normal profits
and "... efficient foréign.suppliers"z

“.e. it is the size at which the domestic firm will

be ‘able to secure normsl profits and to compete

with existing foreign suppliers, taking into

account locational advantages and disadvantages

as well as perhaps, some infant indusiry
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Having briefly esﬁablished his basic framework and
-described.the two componént élemants in. the linkage effect,
.iﬁ is: now possible to iﬁﬁrdduce the concept of a 'satellite
industry'. Hirschman indicates that not only can 'importance’
and ?stréngﬁh' ve inversely related, but when 'importanée'
is small (the 'x's' or net output in value terms) and
the pfobability is great (the 'p's"), the industries which
are created may 5e called fsatellite industries', This is
-Because the 'satellite indﬁstry' is highly tied to the
establishing 'master industry', and is ",.. almost certain
to be established once the master industry is in place,"(5)
Moreover, satellite industries generally vossess a number -
of characteristics in relation to backward linkage
cbnditions and these are as follows:

"... 8) it enjoys a strong locational advantage

from proximity to the master industry:

b) its principal output is a - usually minor -
input of the master industry; and,

¢) its minimum economic size is smailer than
that of the master industry,."(6)

In simple terms, Hirschman's satellite condition appears to -
reduce to a situation in which a big purchasing unit is supplied
by relatively small sellers., This is because a small level

of 'importance', that is, 'x’ or the value of net output, when
'combined with the further characteristics of the output being

a ‘minor! input. and the firm being of a smaller minimum

veconomic size, tends to suggest the involvement of relatively snmall.
scale precducticn and selling unitsq_ While a high level of

probability, in ivs turn, implies that the physical quantity

taken by the mastér Tirm as its invut revpresenis a large
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proportion of the.supplyipg firm;s tota1,.fu114empioyhéﬁt
'productive capacity, and this situation qﬁite reasonably

. approximates the describtion outlined eariier of a 'lérgg
customer' trading reiationship, It can be.séen, therefore,
that almost imnliéitly behihd Hirschman's rather static
definition of '°ate11¢te 1nduotr1es' .there are the more
dynémic conéepts of customer domination, supplier dependency
and superior bargaining power., Depending upon the Fmaéter,
industry's capac1ty and propensity to use its position to
exploit its 'satellites', i.e, in the monopsonistic sense
explored earlier, the possible long run influence of backward
linkage effects as an inducement mechanism, by fostering

the development of small scale ehterprise,_may e somewhat
abrogated; However, speculafion asigde, such matters are
beyond the scope of this simple analysis which has been
aimed at merely presenting an identifiable theoretical
framework in which large buyers and‘small suppliers have
been attributed a significant role in the growth of
industrial activity, and in which'some of the dynamic aspects
of buyen/suppliér relations dlsﬂus sed in orevious chapters,

may be of poteniial relevance,

Iirschman's analysis of growth there was, in the case

4
o]
by

‘of satellite industries, an associated characteristic

=
I\
47}
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involving the 1 industry and the e“lstgnce of a locstional

advantage attritutavle to supplier proximity. The linking of

locational factcers with industrial growith has been a topic of

(_n

concern in regiornel economic studies, and since the concept of

e

a doninant firm also emnerges

n this work, there exist some

-

areas. of overlay with dynamic bhuye /sana'wnr relations, &



. seminal article in this field, by Perroux, presents the

notion of deﬁelopment poles (pﬁlés de croissance) by positing

'that-thé fundamental'fact of spatial development is that:

", .. growth dbes not appear everywhere and all
at once; .iﬁ appears in points or develophent
poles, with variable intensities; .it spreads
along divéfse channels and with varying
terminal effects for the whole of the

economy."(7)

While the above tends tp'suggest some kind of geoéraphical
parame_ters, N,M. Hansen warns that Perrou# was not offering
a theory 6f location, but rather centred his analysis upon
cdmplex economic relations, and not upon the types of
geographical considerations given tc Perrcux's work by other
writers.(8) Thus, Hansen suggests, Perroux's analysis
relates to his overall concept of economic space which is
comprised_of three elements:

"... economic space as defined by a plan, economic

sPacé as a field of forces, and economic space

as a homogeneous aggregate."(9) It is not
necessary to elaborate upon all o these elements, for 6n1y
the secbhd one is relevant to this anaiysis, amd in Perroux's
words, it "... consilts of centres (or poles or foci) from which

. =
centrifugal forces emanate and to which centripetal forces are
attracted, Each cenitre heing a cenire of attraction and
repulsion, has its proper field, which is set in the field of

other centres,"(1C) Hansen points out that others, in the

apprlication of Perroux's concepts, have stressed the 'regional
?
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characfergof economic space' and have thusrlinked‘écbnoﬁic
‘space with'ggographic space, Howéver, he also states that this
link has often been madé without an adequate definition of the
relevént topiés and he proceedé'to explain the basié upon
which the link should occur. The explénatioﬁ of this link
requires the introduction of the subject of economic

dominanée to the analysis, and is therefore of direct

relevance to this thesis.

Hansen suggests that'Perroux was concerned with the dynamic
interpretation of economic activity and so for him, the effécﬁ
of domination "... consists of an irreversible or partially
reversible infiuence exercised by one unit upon another. An

r

(0]
o)

economic unit exercises this effect by reason of its siz

t

e

dimension, its negotiating strength, the nature of its

Ay)
(2]

vity,
or because;it belohgs to a zone of dominant activity,"(11)

In spite of the vagueness surrounding what constitutes a

'zone', it is nevertheless noteworthy that Perroux has.also
identified size and bargaining power as important elements in
his analysis., Returning to Perroux:; domination may be.sgen as
occurring when ",,. a firm contfols an sbestract gconomic
- space, the markei for q.product or a service or a group of
pro&ucts or servic2s,"(12) 1In controlling one economic space,
the firm may also be able to exercise its influence on ancther
economic space "“,,, elther in a permanent and structural manner
(avcommercial bank), or in an accidental fashion (a Tirm becomes

')

dominant by the presence of temporary bottlenecks J'(13)

Moreover, "... as soon as. any inequality esmong Tirms appears,
5 . [, -1

the treach is opensd by which the cumulative effect of

3 % v . 3 S gmyam RS €«
dominaticn insinuates iteell . "(la

Hansen states that given



the preceding, ".;. it follows that the dominant, or
propulsive, firm.generally will be oligcpolistic and large,
and will exert an important influenée on the éctivities of
supblieré and clients."(15) A conclusion which is confirmed
by the material covered in vrevious: chapters but which
continues to 1ea§e unsolved the problem of esﬁablishing a
geographic spatial framework._ Hansen states that through the-use
- of input-output models, the existﬁﬁce ¢f dominant economic
sectors has besen given empirical verification for the entiré
industrial structure of a nation, but that these techhiques
make it operatioﬁally unfeasible to regionalise the analyéis.
In any case, as he points out, input-output data do not really
provide much insight into the process of change in industrial
interdependencies which explainS-ecénomic development,
Qudting J. Paelinck, Hansen suggests that:

", .. it is not enough for the economist working

on regicnal dévelopment problems to limit

analysis to 'the classical interdependencies

(of either the Walras - or Leontief-type) of

economic flux, whether in quantity or ir value

térms. He must be able, inp addition, to

recognise tne 'technical origin' of this

interdependence, which explains its every

increasing complexity.™{16)

To recap: the concepts of economic space and growth poles,
plus, the dominance of =z preopulsive industry are, it has been

shown, in Perroux':

]
(W]

avpreoach net given a concrete spatial location,
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his thesn remains the outstanding

L=}

i.e. in a geographic sensé,



guestion to which the analysis now turns, bYearing in mind the
.faCt'the'answer may involve the types of dynamic element of

1ndustr1a1 1nterdependen01es QeSuPlb&Q aoove.

N.M. Hansen indicates thet a number of writers have
attempted to identify the effects generated by a propulsive
industry whicn wculd qualify it as a growth or development
pole, and from their work, he presents three basic
characteristics of a propulsive industry or 'ifm:

a. "... it must be relatively large in order

to assume that it will generate sufficient
direct and poientially indirect effects

to have a significant impact upon the

b, "... it must be a relatively fast growing

sector; and,

e. "... the quantity and intensity of its
inter-relations with other sectors should
e important so that a large number of
induced effects will in fact be

transmitted."(17)

The first characteristic, 1t can be re eadily seen, parzllels
what has alreedy been discussed in terms.of the creation
of Jlarge economic units through industrial concentration,
and the associated implications for trading relaitions, The

-
) o

nesd for high levels of expanding demand, characieristic b.,.
-~ 9 4

is &n obvious prerequisiie in the context of growth polss

However, it is the third criterion that Hansen focuses
upon, that is, inter-relstions with other sectors, and it is
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in this area *hat location or agglome1etion considerations
.emerge. Referrlng to another writer on the subject,
P, Aydalot, Hansen indicates that a simple definition of
a propulsive industry may-be that it is-a producer of
external economies:

"Polarization, 'is the process by which

‘the growth of aﬁ sconomic activity termed

propulsive sets in motion that of other

economic activities by the channel of

exterral economies%." (18)
In effect te, tnﬂ ‘Juantity and 1nten51ty of inter-relations'
may be asseszed in terms of the extefnal eccnomies generated
by the pro_uisive industry. However, while the propulsive
ihdustry may have a geographic 1ocaﬁion, this does not mean
that the process of polarization necessarily reguires one,

In order to understand the process of 'indusirial-geographic

polarization', that is, the regicnalisation of a dominant activity

and related industrial activities, the ultimate objective, it
is in turn necessary to understand the agglomerative forces
which are operating upon both the prcpulsive industry and
other, linked economic activities., In Hansen's wordé:
“TherefoLv, any adequate treztment of this
phenomenon (industrial-geograrhic polgriaation)
should take account of the pronounced tendency
for industrial grcwth to be oriented prirarily
.toward alréady industrialized areas becauée of
the external economies which the latter generate,
inciuvding a wide range of tertiary servi ces,
close proximity vo buyers and suppliers, 1abour'with

is &nd training, znd pilentiful public



To suﬁmafise;'in this éection‘an attempt has been made
.to place.fgctop markét-tréding relations-between large
'buyiﬁg units and,relatively small suppliers into a widef,
more macroeconomic context, that is; industrial
development and regional growth, It was'éhown that the'
establishment of master industries cbuld, through backward
linkage effécts, serve as an inducement mechanism.'ﬁut
that in the process 'satellite', or highly tied proximate
supplying industries/firms might be created. This
inducement effect was then re-conceptualized so that
growth was conceived of as occuring unevenly, that is,
at poles or foci, in the form of centres of forces acting
within economic space, In effect, it was postulated that
large, oligopolistic buying units couid dominate or
control an economic space, and concomitantly, influence
others, for example, suppliers, A dominant firm, defined in
‘a dynamic sense, could be a propulsive firm which also
acquired the role of a growth pole. The acquisition of
this role was to some exuvent dependent upon three conditions:
large size, grovwth of operations, and intense inter-relaticns
with other sectors; The latter condition could in part Te

described in terms of the generation of external economies,

0]

and it was throdgh the influence of these eccnomies that it

was also felt possible to describe the agglomerative forces which

[N

generally underlie the process of industrial-geographic
polarization., In essence, dynamic, micro aspects of factor market
relations may, undcer certaln conditions, kave brozad regional

voint which has bheen

U
r

~implications., However, the intriguing
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bthesis,hés considered within the context of supplier depéndency

ahd quaéi-integration; Leaving this question aside for thé'

moment, it'ié possible to conclude that Hansen's explanation
ofnhoﬁ Perroux's cpncepts, és'defined within eccnomic

space, méy be traenslated into geogravnic srace has served

the useful purpose of pointing out the direction which

shculd be followéd in order to understand the localisation,

or geographic aspects'of the growth pole concept,
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Industrial Linkage and Agglomerative Forces

In this section, the objective is to present a
selective overvieﬁ of varicus conceptual expianations as
to why some types:of economic linkage are associated with
'industrial agglomerétion in a localisation sense, and'to do .
~this, the anaiysis focuses upon several different kinds

of external econonmies.

The first concept to be dealt with concerns what
P.M. Townroe calls 'agglomeration economies’, and

what he describes as follovws:

"Agglomeration economies occur when a firm can
profit by locating in close proximity to
other firms, or when it is prefitable for
one firm to grow very large by combining
many different out associated processes

in a single organisation,™(20)

Townroe indicates that agglomeration economies may be
subdivided into four different categories, The first, internal
economigs of sczle, in fact felates to the simple vertical
integration of operatiocns, and sirnce these economies may work
for managerial eccnomnies, which transcend the need for

one establishment or'uhit, as well as technical ccsts per unit,
they may not nécessarily also lead to geographic concentration,
The second category, external economics of scaie to the firm
that are internal to the indusiry, occurs ".., when plants of

a complementary or related range of industries, or with a
éimilar range of prcducts, aggregate in one area. economies

of localisation are said to be 2 fazior in the attraction of

v



the plants to that area,"(21l) Examples of specific aspects
'ﬁould include the availastility of a common_pbol of uniquely_
.skllled labour or services, or -the geographic concentration of
buyers, A thlrd category, external econqmieé of scale to an
industry, are closely relatéd to localisation economies, but are
termed urban economies because "... thefevolve when unlike
plants congregate, using commoh_facilities_of commerce and
banking, of technical %grvicing, of education, of subcontracting
and a wide rangé cf adaptable skilied 1ab6uf".(22) The final
category involves transfer economies, and these relate to

the minimisation oI transpcert costs through adjacent

location, In general terms, these four categories describé

the types of factors which Hansern indicated explzined the
polarization of propulsive, or dominant industry linkage, but

they have now been placed into a regional context.

Looking more closely at industrial linkage, and particularly
at its evolution, Townroe suggests that two processes are at
work on the structure of manufacturing industry. The first
" ne describes as 'integrative', for this involves the
absorbtion of small activities into 1argé'units so0 as
to generate the desired economies of scale, and coincidental with
this is need for invesﬂﬁenﬁ lnvelsiﬁgﬁﬁjcan only be maintainz=d
with large firm resource levels, This process leads
Townroe into the a: iliar argument for vertical integration:
"As the need for coordvnaulon in uhlS investment
spreads back from the marketing estimates and
the selling effort to the production process and

the suppliers of materials and components, so

h full control thr ughout
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over those companies trying to synchronize
the contributions of other companies to

their own  industrial output."(23)

The secoﬁd process affecting structure Townroe believes: to
~be one of 'differenfiation and specialization' in industrial
activity, and this broadly involves Adam 3mith's notions of
increasing returns to specialised factors of production:
_éssuming that a sulfficiently large marketv exists. In
~essence then, the tyves of linkage which emerge should be
predominately determined by this latter process, that is,

in a technical flow of goods and services seuse, -

It is apparent from the preceding that factor market
trading links beleng, in Townros's context, to the second
process, and that if there are any locational requirements
involved in these links, they should primarily relate either
to economies which are external to the firm and which are of
the localisation or urbanisation variety, or .to transfer
economies, This conclusion is to some degrée confirmed by
J.?, Blair who first of all states that the most important
‘of the agglomerative forces examined by Alfred Weber,

".eo is the location of firms so as to share technical or
specialised equipment ,..",(24) and provides the following
quotatiqn in support:

"T'he complete technical ecuivment which is

necessary to carry out a process of procducticn

may, in highly d&eveloped industrigs, beccme so0

K s de oyt S R I 3 Y al _
ised that minute parts of thns process



and even quite large-scale plants are not

able toc make use of such equipment,"{(25)

Biair then follows this up with = feference td R. Vernoﬁ's
statement that enterprises facing uncertainty will be
reluctant to acquire Specialised capitalland will therefore
locate where this is available; usually,lthe result wilkl

be urban growih:

"Businessmen in lines of this (rapidly changing)
sort must suit their methods of operation to
such uncertainties, They cannot commit
themselves to specialised machinery: for
specialiised machinery, though well atle to
turn out long runs at low costs, usually is
not easily adapted_to swiftly changing
products ... Instecad, each must rely on
outside specialists who can fill his needs

as the needs arise",.(26)

This point is reinforced and extended even further by

Townroe, who indicates that many extérnally linked firms
operate in industries where the nature of what is produced is
unstable, "... either because of swilftly changing products or
non-~-standard products, or because of rapidly chﬁnging patterns
of demand."(27) Summarising the above, there emerge two

reasons why 'differentiation and specialisatiorn' may versist,

5]

and why all firms do not resort to formal vertical integration.
The first, suggested in Vlekber's statement, emphasises the
technical zonditicns of prcduction in relation to costs and



economies of scale (2 8), and the second, focuses uvon a
'need for flex1b111ty and adapuabllwtv in the face of

uncertainty and change.

" Briefly étatea, it has been'suggested that the
polarization of dominant induStry 1inkag¢, and indeed
the location of the firm itself, may be explained by the
workings of external economies, These economnies reflect
ﬁhe two processes of integration and differentiation of
industrial linkage, and in the latter process, two
elements may be apparent; the techniczl conditions of
production and the need for adaptability. A further
refinement of this basic concept of linkage and
differentiation which may be made is found in P, Sargant
Florence's delination of what he terms the ’fechnical
linkage hetween industries and sub-industriesf ihto three
different types.{29) Before presenting these, it is well
to remember that in its original form Sargant Florence used
the expression 'technical_linkage' with respect to the
exchangze of semi-finished goods or components betiween
ménufacturing plants and industries, ani the concept was
restricted to flows between plants located within a
commen indusirial area,.(30) More recent writers have
attempted a wider definition of linkage, Tor example,
D.E., Ieeble terms these short-distance flows 'local
industrial linkages' and distinguishes them from simple
"linkages' which represent flows between separate plants,

regardless of the distsnces involved.(31l) Returning to



‘Sargant Florence, for it-:iis his definitions which concern
this analysis, the three types of linkage are as follows:
a, Vertical, Represents a situation in which
the ... flows. involve successive operations
on initial materials by different factories..."
(32} and Sargant Florence cites as examples

non-ferrcus refining and non-ferrous wares such

as plate and jewellery.(33)

b. Lateral or Convergent. Involves the flow of
diverse components from different production units
or plants to one particular plant for assembly,
and an example is that of motor vehicies,

¢. Diagonal. Represents a situvation in which ",.., the-
products or services of a particular factory
are used by plants, sometimes in different
industries, at different stages in the rprocess
of end-product manufacture ..,"(34) and examples
are construction engineering, engineering tools
and foundaries.(35)

Given the diversity of the above, it is understandable that Townfoe
places so much emph%@s on the problematic nature of "...
companies tryinz to synchronize the contributicns of other
companies to their own industrial output." Moreover, the

above also highlights phe premium which buyers might place on
the ability to consult, plan zand co~ordinate within the
framework of locational éupplier linkage, In short, #Weber's and
Vernon's specialist supplying units, cperating in respect

of Sargant Florence's different type of linkage flows. quite
effectively establish a number of pre-conditions which
may be linked to the potential advantages to Ve gained from

customer dcominaticn,



It is possible to verify the existance of a number of
ﬁhgsevpre—conditions of dominance and supblier dependency
by reviewing-thaﬁacharacteristics of firms and their
particu@ér markets which may have the effect of stnengtheﬁing
ties, or patierns of linkage between firms. In his paper
dealing with the subject of linkage Townroe identifies
a number of faétors which may be associated with strong
linkage té@éncies as follows:

s MTeee DProcesses that are fairly specialised

by the skiil rather than the capital machinery
involved, and which produce non-uniform

and custom-built goods." (36)

The role of specialisation as a characteristic of close
trading relations or strong linkage patterns is genersally
well documented,., For example, in his Birmingham study
Sargant Florence indicétes that a gathering of small

",.. specialised plants revroduces the main advantages of
thé large plant, namely, the physical juxtapesition of

consecutive processes and

w

uxiliary services in the making

of a product or allied products which reduces costs of

transport, communication and contacts."(37) Xeeble found
what hie termed 'preoduct specialisation' in his study

of local industry linkage in north west Londcn, and zited

as an example, a small firm which manufactured lead shieidings -

to customer's specificaticns. But, besides the reduced costs
attributavle to the proximity of production units, it is
noteworthy that another cne of Townroe's external economies

can come into w»lay, and this is that there may be cost

v
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demand:available to the épécialisﬁs. In any case,.returning;
'fo Sargant Florence, he describes the first phenomeﬁon.in

the following words:".,.. several specialised plants, if

close enough together, may have much the same economies

as the separate départments of a lgrgé plant", (38) From

the preceding, it is interesting to speculate that if the
speéialised piants in their proximity do serve a function
similar to those of actual departments in arge plants,

then it may not be unreasonatle to consider that a large
customer mizhtv attempt to influence their impertant suppliers,
or 'departments', because for instance they may represent
strategic sources of supply, and in the process, bring

them into the locus of the buyer's control and decision-
making, In fact, the discussion of 'jcbbers' and 'quasi-integration'
ﬁas shown.that this is, at the very least, a possible, but
obviously not necesszry, tactic for the buyer to adopt. It
is understandable, but none the less remarkable, that this
'separate departments of a large plant' phenomencn- should

be presented without comment concerning its likely dynamic
implications for the parties involved, and therefore for the

industrial structure of the relevant region.

b.‘“... the proéess has to be speedily adaptiable
and sensitive to techﬁical cnange, "(39)
Adaptability was seen as important by R. Vernon above, and
it was described not only as a reason why a firm miznt want to
avoid formal vertical integration, but dues .to the corresponding

uncertainty usually associated with change, why a firm might



also wént to exercise a high degree of influence over its
suppliers, On the empirical side, Keeble in his study,
found several mangfabturerd of small, high precisibn,
instrument componénts to be highly linked locationally,
and to also be in industries which might be considered
particularly susceptible to high fates of technological.

"change.

c. "The strongly linked firm tends fo be
small in size, to be housed in a
single plant and to have an owner-
manager, with a high level cof direct

management involvement in production."(40)

Probébly inadvertently, Townroe has presented the classic
description of the average small firm in the United Kingdom.{41)
All that is feally required is to recall that Davies and

Kelly's work, asspresented in Chapter 4, indicated that
specialist, Jobber smell firms were prone tb domination,

and in any case, against large firms, end this must include
propﬁlsive firms, they tended to lack bargaining strength,

therety msking them vulherable to exploitation.

d. "The strongly linked firms come from sectors
of an industry where the sum of caepitsl
required to set up as an independent unit

tends to be fairly small and where

o+

res

§)

rictions on entry are few,"™(42)
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Thesé two charéeteristics seem to almost lcgicélly follow.
from the fact that strongly linked firms are small, In his
review of why small firms survive, J.¥, Pickering confirms
that they are found in industries where there exists faifly
easy entry, and furthermore that: ",.. frequently this occurs
in industries or particular product marketé where capital
iﬁténsive technology is not appropriate, and where

therefore capitai/output ratios are low."(h}) In a similar
vein Edith Penrose states that thgre are certain markets
which require investment expenditures not only in large-scale
production facilities but also in merketing and research,

for examﬁle, oligopolistic markets, and these activities are.
not generally the domain of the small firm.(44) 1In effect,
returningdto Bain's classification of market structures, the
selling s;de is atomistic, and due to the entry conditions,
many alternative sources of supply are available, These
would be excellent pre-conditions of suvplier dependency
according to the hatrix of dependency factors presented in the

conclusion to Chapter L.

Another characteristic relevant tb the strength of linkage
between firms has already heen discussed, and it concerns buyers
and suppliers engaged.in subcontractural trade., This is due
to the relatively high degree of liaison required between
a sub-contractor and its client for the following purposes:

a. preliminary drawings, plans, discussions,

b. "technicsl assistance by client firnms.

c. supervision and contrcl by the clieht firms._

d. supply of specific maiterials by clienlt firms, angd,
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G. Tornguist, in his s

as outlined previously. 'Thus, the sub-contracting linkage
is usuaily considered to he much more complex than the simple

seller's, and this is because it involves more information

exchange, in addition to the exchange of goods, In a regional’

context sub—contrécting is considered to te an impertant
activity, for examnle, Keeble found that amohg firms in the
north west of London a significant prooorulon of the linkages
ﬁere sub-contractual in nature. It was suggested in

Chapter 4 that such relations are highly susceptible to the
adoption of a 'branch plant' syndrome, and that for the supplier;
they may repfesent another cost of buyer substitution due to

the need ﬁo revlace the 'extraordinary investment' made ty the

custoner.

.The final locational factor to be.briefly considered
concerns what might be termed informational linkag
B. Thorngren has postulated that production units facing a
high probability of transition require 2 rapid access to
complex face-to-face contacts and a pcoling of productive
resources (as indicated by Vernon).(45) Building upon
Thorngren's theory, Xlaassen has posited that the concentration,
in a geographic sense, -of groups of activities may taks place
as a consequence of the need for communication and because

the costs of communication increase, the greater the distance,(45)
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udies of communications and decision .
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making, has indicated that face-to-face, distanit devendent,

’

ngd mecre frequent communications ususally involve probléem

In essence, the same

e . s
and ‘ecx po

}l
]
)
chk
—&
[
!
f§)
(T
I~
s
¥
!
.
[
<
o
S
et
ol
[ 1
pa)
|_I
5]
=
“;\
<4
o
[®]
D
jol
[t
Q
[¢]
X
<
o)
~
Q



2187 = .

the exercise of the kinds. of influence or power-based
actions described in the previous analysis -cn ‘quasi-

-integration',

It is aparent from the preceding that there is a great
deal of interaction between the ciharacteristics of linkage
descriped. For instance, a-small supplier firm may be
a specialist suB—contractor in a dynamic or volatile
industry, thus, generating a. high need for information
exchange, However, the main consideration is not that
each specific characteristic should bte exclusively and
internally consisegnt in that it necessarily predicts
agglomeration, but simply that a tendency to industrial
agglomeration should bhe revealed - as it unguestionzbly is,
Thus, industrial linkage evolves through the process of
specialisation and differentiation, and under certain
conditions, some of which +wers described above, may
involve the locational concentration or zgglomeration of

activities.
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Conclusion

In a paper dealing with industrial location and linkage
P.A, Wood makes the following observation:
"The processes of manufacturing within agglomerated
industrial.areas also involve dynamic features,
such as a variety df contracts changing over
time; the need for rapid change in response to
supply requirements and the maintenance of speed

and freguency of contacts."(48) .

In this chapter an attempt has been made tc place the dynamic
features of facter market large buyer/small supplier relations
into a wider context involving industrial growth through
propulsive , master units, and the general complex of
regional linkage patterns. In the introduction it was
postulated that overlaps existed between conditions of
custoner domination and supplier dependency, and those
involved in industrial growth, snd intra-regional treade,
Based upon this brief overview of the fundamental concepts cf
this latter area of study, the propcsition has not been
refuted, and has in fact, making the requisite allowances
. __analysis >
for the superficiaiity of the anag%?ﬁg, be shown to be -
reasonably valid., Thus, the situation, which this conclusion
substantiates, may be reorsserted in the form of a simple

Venn diagram as follows in Figure 6-1.



Figure: 6-1

.Regionai ‘Dependency

Factor Market Tfade Relations
Between All Buyers and All
Suppliers

Spatially Concentrated
Buyer/Supplier Trade
Relations

S

Dominant Customér/Dependent
Supplier Trade Relations

lSpatially Concentrated
Dependent Trade Relations



where.'U'uis the universe,-and"A; and_'ﬁ' represent respective
sub-sets of fhat universesy so that the initersection of suﬁ—sets
'A' and 'B', in turn reoresents the subjéct matier of this chapier,
thét is, spatially defined, dependent buyer/supplier reiations.
The theoreticai exisﬁﬁnce of such phenomenéi:must éf course be
subported by empirical evidence, and in this respect.Wood offers
an appropriafe concliuding comments:
"If a view of the irdustrial plant 2s & communicating-

entity were adopted as the basis for investigation,

its relationshins and linkages with other organisations

might be.regarded simply as struvctural features of its

operationy; .... They allcw the plant to operate

successiully by extracting profits from the surrounding

economic and spatizl sSystem through contacts with

3

aterizl and semi-finished goods suppliers, wholesalers,

etailers, consumers, transpcrt operators, government,

M

competitors and so forth.'(49)
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' CHAPTER 7
SOME CONCLUDING COMMENTS ON LARGE SCALE ENTERPRISE AMD
FACTOR MARTETS

"...the modern industrial system is a concatenation

of processes which have much cf the character

)

of a singl¢ comprehensive, balanced mechancial
process, A disturbance of the balance at any
point means a differential advantage (or
disédvantage) to ovne or more cf the cwners of
the sub-processes between which the disturbance
_falls; and it may also frequently mean gain or

loss to many remoter members in the concatenation

of proc

h

sces, for the balance is a delicate one,
and the transmission of a disturbance often

goes far., It may even take on a cumulative
character, and may therefore seriously cripple

or accelerate branches of industry that are out
of direct touch with those members of the
conéatenation upon which the initial disturhance.

falls.," (T, Veblen, 1904) (1)

In this chapier the intention is to summarise some of the

0]

main points made in the preceding chapter and in so doing, aiso

& »

suggest how, within a 'concatenation of processes' contexi,

they are of relevance to some wider economic concepts. The

Tirst section deals with some of the potential advantages of



Qize, or‘ﬁore_particularlj iargé size; and ultimateiy‘refers
back to the Galbraithian dual economy thesis. The next
sectioh looks at the large scale enterprise-as a general
purveyor of regional economic growth through its facter
market links. There is also an appendix which briefly
considers a possible investigative framéwork which might

be appropriate for the study of some of the guestions raised

during the progress of this thesis.  This appendix is preceded

by a brief conclusion.
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Factor Market Operations and the Advantages of Size

In cons sidering the advantages of éize a'customary
starting point is to examine size in terms of technical
economies of scale. Obvicusly, for a specific industry or
.1ine of production there may be a certain, technicaliy determined,
minimum level of operations, or threshold, which must, in'any
economic setting be attained in-order to make prodﬁction
worthwhile, An example is when costs per unit produced fail in

relation to increases in the size of the production unit This

coniition is usually thought of as an advantage of absolute
size, but as Aaronovitch a2rnd Sawyer indicate:

"The e¥act nature ot the advantages will not ove

totally independent of the particular economy,

as relative factor and product prices may

infiuence the worthwﬁle minimum threshold andé

the rate of decline of unit costs",.(2)

This implies that bound up within what apnears to be objective,

technically determined economies of absolute size, there is

¥4l

the guestion of variation among relative factor costs, and

that this variability may alter the conditions of production from

u

ne economic setting to the next, It follows that the ability

O

to influence relative factor prices tnrough, for example, the
P (=) 1 4

4 . - . ; {oc .
use of superior bargaining pover, would 2l1s0 Fufect this %

threshold, and thus alter the point at which scome of the advantages

[V}
()

of size materialise and are reaped by an enterprise, In short,

3

71

twe firas uvrodueing the same good but in different guantities,

one 'less tiian the other, may face the same costs, and thus
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-ceteris paribus, profit margins, thanks to the exercise of

imperfec@ly competitive purchasing tactics, .One obvious
eiample occurs with mulfiﬁproduct producers opefating
ceﬁtraliéed buying functions; these may possess the

ability to demand; and obtain, unearned quantity discounts

or similar benefits from sellers which also supply inﬁuts

for otheff product ranges sold by the'same producers.

This typé of occur®nce has been documented by various writers.(B)
It is apparent that while absolute size may indeed yield cervain
technical economies of scale in respect of a2 single market, this
thesis has argueq, upon the basis of exisitiing theory, that
considerations of absolute size should move beyond the confines
of unitary markefs. This view was initially introduced by
Aaronoviteh and Sawyer in Chapter One, and illustrates the
needlfor a redefinition of the boundaries of influence
essociated with absolute size, An important aspect of any new
approach would be the recognition that large scale, multi-
product enterprise may, by combining their bargaining expertise
with their tacit threat of boycott extending over several
markets, be capable of altering the cost conditions which they
face, irrespective of output levels, For in an economy
populated by cligopolistic, multi-product/multi-market
enterprise, it may be assumed that in addition to the
advantages inherent in the technical cost efficlencies which
can accrue to large firms, the development of 'purchasing

and bargaining efficiencies' may also come to play a2 signigant

role in the determination of relative factor costs,.



Another advantage of absolute size ccnsidered in -
- this thesis relates to the fact that.léfge firms are 2lsco
capable of altering the 'bouncdaries' of their producti#e
activities, Asaronoviitch and Sawyer illustrate the formal
aspects of this particular advantage by indicating that
'in a situation in which there are decreasing returns to
scale in a particular activity, the large firm may be
abtle to 'hive it off', and thus, alter the extent to which
the firm is vertically integrated.(4) Instead of producing
itself, the firm is able to benefit by purchasing from
several relatively smalil suppliers, Indeed, Aaronovitch
and Sawysr suggest that when the firm, "... finds that the
co-ordination of the activities of several factories is
more costly than co—ordinatioﬁ through the markei', and
"eee if this activity is subject to decreasing returns ,."
such that, "... the firm could operate several factories
producing at or near the optimal level..."; "then, "... it
can be expected that the supplying firms are heavily
dependent for their survival on the custom of one or a few
firms,“(5)hgnﬁsuming that they supply the bulk of their total
output. In addition to obviously being able to avoid a capital
commitment, the large firm is able to burden its suppliers
with some of the costs associated with fluctuaticns in
demand, Anothér, hytrid form of this form of conduct is
known as 'tapered integration', and it occurs when the large
firm reméins in prpduction for some of its reeds, but buys-

the remainder of its reguiremsnts from suppliers, This situation

£

cribved by R.E. Caves as one way in which large firm

[4)]

is de

- .= g en [P T I N
marxet conduet reduces uncertaint



independent suppliers.(6).

Closely associated with the idea that large firms are
atle to alter thé"boundaries' of their productive activities
through the usé of formel integrative tactics, is the concepi of
vertical quasi-integration, -Out of a revieﬁ 6f the various
aépects of 'quasi-integration' there emerged the view that
the large firm may nct only be able to alter the boundaries
which ciréumsgibe its spheres of control, but ailied to this, "
also its access to information. ©So that aided by its role
as a 'iarge customer', and in conjunction with its dependency-
based bargaining power, it would appear that the large firm-
isstrongly motivated to pursue a variety of tactics, and many
of these are effectively intended to reduce or minimise ité

transactions costs,

Two saiient points cmerge from the above, The first

I

echos the sentimenis exﬁ??essed in the quotations cited at.

the beginning of the thesis, and is that in examining both the
advantages of absolute cize and the significance of concentration
trends, it is important that economic énalysis not overliock the
two closely linked concepis of relative firm size and economic
powar, and their dynamic implications within factor markets.,

The second voint is suggested by Aaronovitch and Sawyer, and

",

because the large firm is able to change the

. - . . - . - ¥
activities used in producd¥ing a given product, and since firms of

all sizes survive, ",,. with many smailer ones earning less than
normal profits..'", then, "It may mean that large firms are

living otf smaller firms."{(7)
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The extent to which large firms do live off smailer
ones cannot of course be easily proven. However; following
'the arguments and predictions presented in a review of
economic theory, it would seem that in 1mpc*f°ctly
competitive factof markets, prices. are determined by
bafgaining, and under most conditions,'the market tends to
reward the concentrated larger firm. 1In general termg the
review ot the various impeffect buyer market struciunres,
ranging from simple monopsony to bilateral oiigoroly, yielded
the following performance predictions:

- price determination is either unilateral or
controcllied,

price level is usually below a competitive level,

quantity = produced is usually restricted, and,

- on profit side, surpluses are usually absorbed
by the buyer,

In addition, it was further snown that it may be poseible to
explain the exist@nce of hargaining power as being a function
of the dependency which can occur in exchange relations. Updn
examining some postulated inter-active determinants of dependency,
i.e., availability snd substitutability, it was postulated that
many forms of factor market ccnduct prevalenﬁ in large buyer/
supplier relations may contribvute towards, or reinforce varicus
dependency forming conditions. In effect, under certain
conditions, the conduct implications associated with large
buyer/small supplier market structurss carry a heavy bias in
favour of the buyer, and militate against the supplis chieving
éatisfactory levels of performance, and remaining outside of

its buyer's locus of control,
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inevitably, the solution to the problem must remain
outstanding pending the arrival of some rather extensive

empirical evidence,

Despite the uncertainty surrounding the pervasiveness
of the dual economy, the fact cannot be overlooked that
on a micro-level, when a small firm supplier sells a

‘significant proportion of its output, on a continuous

basis, tc a concentrated large buyer; there is, at the very

least, the opportunity, and, in scme cases, the unmistakeable

tendency, for exploitaticn to‘occur, and for the supplier's
" conduct to be altered in a manner which reduces the buyer's
transactions costs, Given this not unpredictable conclusion,
and the imperfections which it connotes, it is difficult to

'comprehend why factor market study remains so disjointed and

relatively under develoﬁ@?&.

R




The Large Enterprise as a Propulsive Industry:

A Re-conceptualisation

The proposition that large entervrises may act as
purveyoré of' regional economic growth has already beén'
discussed in Chapfer Six. There it was shown that in some
respects, characteristics of close industrial'linkage may

tend to parzllel various conditions which can themselves

'set the stage' for dominance by large industrial buyers,

and for supplier dependency, and of course, all that this
might entail, The assumption which underlies the

propuisive industry concept is that, in a regional context,
large enterprise supply linkages within factor markets are
potentially significani venues for industrial growth. However,
recent thought has moved towards a fe—conceptualisation of the

role of the giant corporation and of its overall activities

" in a spatial context. This new approsach promises to

materially @ffect nct only the general view of factor market
industrial structures in which large buyer and supplier exchange

relations may be considered, but also our understanding of the

‘substance of these relations. For these reasons, it is felt

to be an appropriate topic for this concluding chapter,
Returning to the original formulation, it will be
remembered that the concept ot a 'growth pocle' was closely
associated with the notion of propulsive industry. In Professor
J.R. Boudaville's terms, propulsive industry has two essentisl

characteristics:
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"(a) a direct and indirect dominating influence
over all other activities; and (b) an

oligopclistic concentration of industry, with
price leadership and s keen sense of antic-
ipation in the mcves of its own sector z2s well

as in related branches",(10)

Thus, as Boudeville continues, the increase in the output

of .a poropulsive industiry may induce or lead to the creation
of other activifties which have not previously been

1ocalized in the region. In the case of factor markets, this
would involve what he terms the 'upstream mechanism' of
growth, Essentially then, this part of the concept concerns
dominant, concentrzted oligopblistic industry, that is to

gsay large firms and their demand for inputs,

However, large firms are considerably more complex
than the rather simple, and effectively one dimensional
concept ol single-plant, single-enterprise used ahove
¥oulc suggest.. In a paper dealing with spatiél structure
and industrial organisation, G.J. Karaska paints, what is
fundamentally, a rathef more diverse picture of the large
firm,(11) ‘He starts by pointing out that a feature of well
developed post-industrial soccieties is the contrel of
ovroduction by either large ccorporations, or large state
controlled organisations. These large firms, he continues
consist of numerous, functionally differentiated units which

pay be widely dispersed in space, These dispersed

&



organisatibnai.units represent many different forms of activity,'
€.8. main and bﬁanch plants, administrative offices,
"warehouses ahd distribution offices,'research units,
sales offices, etc. Moreover, Karaska states that:

"fypically, these units are controlled or

linked in a hierarchial decision structure,

as well as being found in hé@rarchial

spatial form, e.g., national, regionél,

and local sites,"(12)
The controlling administrative units are usually concerned
with non-orogrammed or non-routine decisions, and are
usually 1pcated in a national city. The 1ower-l¢vel
administrative units are usually giveh rroutine decisions or
problems to handle, and are generally situated in regional,
metropolitan centres, #While local units are usually
concerned with production and warehousing sites and sales
offices., Karaska terms this avproach an crganisational/
management structure view of industrial location, and points
out that while previously, industrial geography and regiocnal
development have considered the firm entirely in terms of
its product and production function; it is apparent that
industry may be characterised by a increasely large number
of non-manufacturing activities, Obviousl&, the regibnal

economic consequences of this situation may be significant.

One noteworthy conseguence identified vy Karaska

is the facf that the linkages associated with this revised

between industries, As he puts it:




"In the post—indust;iél society,-the'flow of
producté have alhbst been'totally‘fréed:from
fhe costs of transportation and friction

" of distance. And, while informational or
message FLows predominate, the 'action. space!

_of society or face-to-face contacts become
an every increasingly important attribuﬁe

of success and negotiation."(13)

The relative importance of information flows within factor
markets is a topic which was presented in the thesis, and what
Karaska hzs dene is to vprovide another useiful, contextual

framework,

Closely alliied to the organisational/management
structure apnproach, is a line of thought which conceives
of modern industrial orgznisations within a 'systems
framework', This latter avproach, ",.. emphasizes a
symbiotic relationship of the industrial firm with the

total environment'. (14), and in fact, was also the

l

approach used by D. Jacobs, as the basis of his analysis

of organisational power and dependency discussed in Chapter
Four, (15) In its simpl®@@st form, the abproacn views changes
in the firm 88 being essentially determlned by environmental
forces, and this stems from the fact that the firm's decision~

makers alter the organisation in an adaptive manner, that 1is,

in response to tneir perceptions oi' environmental cha 1885,

=&

In metaphoric terms, the firm is likened to an adaptive
organic system wWhich responds to stimuii from its biological

environment. Relating thz above to this thesis, this aoproach

considers the firm to possess, or have relations with a




S A o1

’ numbér of different environments, or environmental'agents.
Karaska describes these as follows:
"... a supply environment, a consuming
environment, a régional econony or
inter urban °nv1ronnnnt and a

developmental or internal environmsnt,"(16)

Furthermore, he states that, ".,., with all o# the evinonments
the firm is inextricably bound by informstion flows and
contact fields."(17) Simply defined, contact fields |
relate o the theory that there is an increasing need for

.contzets 1in the exchange of information between the highly

2]

pecialised work funcsions in society, and these 'fieldd

facilitate the process, Given the above, it is apparent that factor
mérket considerations belong to a firdﬁy supply environment, X
and moreover, they may thﬁs be szen to imoinge upon the

organisation across the entire range or its hierarchial decision
structure, and also therefore, zcross the entire spectrum of

it89 hierarchial spatial form. Cbviously, this is a vastly »
different form of industrial organisation from the characteristic

homogeneous singie-»lant, single-enterprise opropulsive industry.

firm, and as a consesquence, the implications for regional
industrial growth may &1s30 be considerably different,

One writer, C.F., Parsons, has publisned some survey

information about the purchasing patternz of 224 giant

corporations, predominantly engaged in manufacturing, which
confirms that large firm demands do tend to follow the
complexities of orgenisational structures, and the gsograchic




distributions ot operating versus control units.(]18) Briefly.
' summarised, the survey data revealed the following
general points:

- in the acquisition of professional services,
e.g. accountancy, advertising, computers,
legal services, marketing and printing
facilities, the 1érge cdrpcraﬁion ot'ten
transferred a section. or its demand to
a head office or specialist division
usually located in another region from
the factory, '

"= in the acquisition of maintenance labour, the
majority of corporations internalised the
functions, and - for investment decisions
and the purchasing of capital equipment
ana raw materials, central buying
divisions were involved most often in the
purchase of' heavy capital equipment, and while
direct factory purchasing was more likely
for raw materials and fuels purchésing,
central buying divisions were once again
often used.

In the finai analysis, Parsons conciuded that giant manutacturing

corporatioﬂ%‘supply policies generated signiTicantly

[l

different impiications, in terms of balanced regional growth,

than mizht be predicted under =z single-plant, single-establisnment

ct

industrisl structure,

In drawing together the various topics considered in thia

Fb
[y

section, two fundamsntal points may be identified,

=

cr

he rs

point is that the nature of many acquisitions and disposals in

factor marksts, and this is not exclusive to the large

r

[

enterprise supply environment, may not be fully understood without

considering the possible associated coumplex Tlows of

=
L)
-

information, Moreover, z potential corollzry to this point is




that access to intormation of the variety which reduces
transactions costs, may have become relatively more
important than it was as a deferminant of commercial
suécess. . The second point is that with sdpply

environment decisiéns dispersed throughout the
organisation, depending upoﬁ the type of decision
required, it follows that the firSt—round, regional
'spin—offs attained by the direct purchasing of factors,
that is, the 'upstream mechanism®, may be significantly
obviated. This would be a primary result of the allocation
of solely routine decisons to the regional level ot
operations, In essence, the re-conceptualisation of the
role of the giant corporation reviewed in this section
suggests that not only may the major activities ot large
enterprise have changed so that products and production
represent only one of a number of other activities for which
informationadt demands predominate; but it is these
informational demands which méy in the future dJdetermine

the location of pPropulsive industry-growth pole activity,
and not necessarily the exigencies of' the production

function or department,
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Ccnclusion

In the first chapter it was stated that this thesis
was essehtially anaiytical, and.therefore, the exact
nature of, and relationsnips between, the topics considered
would be subjects for empirical study, but would not be
-thé major focus of the review, In the course of analysihg
the various topics in theoretical terms, it has become
increasingly apparent that further eﬁpiricgl study is highly
~desirable for at least three easily discernable, and
imporfant reasons:
a, PFirst of all, it would broaden our ﬁnderstanding
Qf buyer conduct in factor markets. and
potentially, improve our awareness
concerning some of the motives underlying
buyer behavioﬁr. In this respect, further
study might provide a fund of information
which would go some way tovards remedying
the reiative neglect of industrial markets
in economic anaiysis, alluded to by M.A.
Adelman in Chapter One.

b, Secondly, a more comprehensive study of
factor markets may add further dimensions
to our knowledge concerning the pervasiveness
and nature of the infTluence which may be exercised
by concentrated, large enterprise, and thus, to

some extent reply to the portentous warning:

03
[9)]

aboul large corporations offered by writers such

as Professor Galbraith, and Aaronovitch and Sawyer,




C. Finaily, more extensive study.qf industrial
markets may ensble us ﬁo expand the scope
of our present measures of the degree cf
inter;rélatedness between industrial
enterprises, and fhus move beyond the
.somewhat restricted aporoach invoiving
the pfoportional flow of physical goods-
and services, to the type of dynamic
methddology suggested by'J. Paelinck in

Chapter Six.

In the final analysis, it appears that there is indeed a neced
for a deeper understanding of the dynamics which underlie
the concatenation process in Veblen's, ",..modern industrial

system",
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APPERDIX 7-1

A Note on a Possible Investigzative Frameviork for Large Enterprise
- : Supply Environments '

During the progress of the thesis a2llusion has been made
to relevant.questions poseda and to possible means of collecting
what was cénsidered to be appropriate information, In this secticn,
a rough review is made of a proposed broad investigafive
framework which a researcher might use as a general reference
point for the empirical study of large enterprise supply
environment activities, The framework basically follows the
orientation of this thesis, which was to examine various forms
of conduct to be found within factor market structures, in which
fairly large concentrated buyers confront relatively smaller
suppliers. While the management/structure and systems approach
described in the preceding section presents a compelling supply
model, for the szke of simplicity, and on the premise that it
is better to start with fundamentals and build outwards, the
framevork discussed below has been developed within the context

of a unitary product markets,

The framework is designed to move progressively from
greater to lesser degrees o aggregation, and may be divided.
into two distinct parts: a macro and a micro. Within each
part, the types of data required are identified, and relevamnt

questions are posed,



Part A

Macro Data
1, Tﬁe first step requires the identification of a
concentrateé industry, that is, in forward market
térms, in which an oligopolistic, or similarly
imperfect market structﬁre prevails, This to be
followed by an analysis of the industry's factor
input markets in order to answer two questions:
a, Are there specific input markets in
which the imustry's firms are
significant buyers in volume terms,
or in wiich their future growth would
lead them to take a significantly greater

share cf output?

b, ¥hat forms of market structures exist in

these input markets?

i, What are the general size distributions?
ii, How do the size distributions of suppliers
compare with their geographic dispersions?
2, Having defined the markets, the next step reguires the
identificaticn of the characteristics or nature of the
'problematic' or relevant inputs identiried by the

above criteria,

a, Given the input, vwhat is the nature of the

linkage, i.e. verticsl, lateral or diagcnal?

b, Does the input reguire any degree of supplier




c, Given the final good and the production
process, is the use and/or ‘acquisition of
the input likely tc demand close co-ordination,

planning and control?

Part B

Micro Data

l, In general terms, the objective of this part is 1o
hone in on the purchasing firm's transactions costs
by anzslysing its purchasing policies and conduct

with respect to the 'problematic' inputs,

a, The buyver's internal context.

i, Wwhat are the major criteria of supplier

selection?

ii, What, if any, are the formal selection
procedures used, e€.g., capavbility

assessments, vendor manageuwent appraisals?

b. The buyer's external relations,

i, ¥hat is the extent and nature of control
exeréised by the buyer over such areas
as design and specification; quality of
materials and end products: production
scheduling, processes and control; and -

. costs and productivity standards and

]
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ii, Beyond what is actually bought and sold
in a physical sense, are there any demands
made in terms of the flow of information

or other resources?

2, The final step fepresents a synthesis process
involving all of the data collected above at the
various levelis of aggregatipn.

a., Building upcon the components of trading
dependency-contributory factors matrix
outlined in the conclusion to Chapter Four
(Figure 4-2), to what extent do buyers

dominate their particular input markets?

b. Taking all of the.preceding into consideration,
in general terms, what characterisations might
be appropriate to describe the role and
conduct of buyers within their factcr markets,

€.8.; €xploitive, domineering, propulsive, etc.?

Summarised in diagrammatic form, the progress of the

- total framewocrk would appear as follows:




Pigure 7-1

An Investigative Framework for Factor Market Studies

Input Market Structure

Nature of Input

Acaouisition of Inputs

Buyer Internal Buyer External
Factors Factors

Nature of Buyer/Supplier
Relations

Assessment of Buyer's
Role
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