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The Traditional and Strategy
Formulation Models of Industry
Analysis: Implications for Public Policy
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I. Introduction .

Recent developments in the industrial
organization literature suggest a growing’
dissatisfaction with the traditional structure-
conduct-performance (S-C-P) framework of
industry analysis. This dissatisfaction is
centered not only on the theoretical or concep-
tual foundations of the paradigm but also in
the empirical application of the framework.
In addition, whatever analytical “richness”
does exist in the traditional framework is
generally lost when the framework is used for
empirical analysis.

The purpose of this paper is twofold. First,
it presents a framework for industry analysis
which is broader than the traditional S-C-P
framework. This broader “strategy formula-
tion model” represents a synthesis of the theo-
ries of organization and strategy in the busi-
ness literature, and recent developments and
extensions of these concepts in the economics
literature. Second, it analyzes briefly the
differences between the strategy formulation
model and the traditional model in terms of
their public policy implications.

The paper is organized as follows. Section
Il presents a brief and simple statement of the
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traditional S-C-P model, focusing on its key
characteristics. Section 111 discusses the strat-
egy formulation model in detail because the
model or approach is less well known and also
because it is a rather broad and complex
approach to industry analysis. Section IV
presents a comparison of the key features of
the traditional model and the strategy formu-
lation model. In section V, the public policy
implications of both models are briefly
discussed. Section VI presents the summary
and conclusions.

I. The Traditional Model

Traditional industrial organization analysis
is based on the structure-conduct-perfor-
mance (S-C-P) paridigm which is rooted in
neoclassical microcconomic theory.' In this
paradigm, market performance is determined
by market conduct which, in turn, is deter-
mined by market structure. Since conduct is
not directly or ecasily observed, primary
emphasis is placed on the relationship
between structure and performance. Of

'Leibenstein (1979) asserts that the major shortcom-
ing of neoclassical theory is its failure to incorporate the
internal structure and operation of firms into the analysis
of markets. Since the S-C-P paradigm is based on
neoclassical theory, it is a major shortcoming of the
S-C-P paradigm as well. For another recent criticism of
the neoclassical theory of the firm and an exposition of
managerial theories of the firm and their implications for
the nature and extent of competition in the market place
see Marris and Mueller {1980).
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course, in establishing theoretical linkages
between structure and performance, assump-
tions are made about the conduct or competi-
tive behavior of firms in the market. These
behavioral assumptions are determined in
part by the structure of the market. The
major elements of markef structure are the
number and size distribution of sellers and
buyers, the degree of product differentiation,
and the condition of entry. The ability of the
firm to achieve its objectives and the policies
it employs are determined primarily by the
number and size distribution of rival firms
and the condition of entry into the industry.

In the traditional model all firms are
assumed to pursue the goal of profit maximi-
zation and follow similar pricing, marketing,
and product strategies. The success of the
firm in achieving its goals is determined
primarily by its size (both relative and abso-
lute) and the advantages associated with size,
including the ability to exploit the available
economies of large-scale production; the abil-
ity to purchase some inputs at lower prices
than smaller rival firms; and lower distribu-
tion and selling costs per unit because of a
larger sales volume.

The importance of size in the traditional
model of industry analysis can be demon-
strated by analyzing industry and firm profit-
ability in three simple cases: the dominant
firm case, the several large firms case, and the
many small firms case.

The Dominant Firm Case

In an industry composed of one dominant
firm (e.g., one firm controls 70 percent of
industry sales) and many small firms, the
dominant firm, because of its size advantages,
would be expected to determine conduct in
the market by setting industry price close or
equal to the industry profit-maximizing price.
The smaller firms, because of size disadvan-
tages relative to the dominant firm and fear of
retaliation, would be expected to adopt a

similar price. The industry would earn supra-

competitive profits, with the dominant firm -

earning the largest profits and the smaller
firms carning jower profits. Thus, the perfor-
mance of the industry as well as the perfor-
mance of the individual firms is determined
primarily by the size distribution of sellers.

The Several Large Firms Case

In an industry with several large sellers
(e.g., the largest four firms control 90 percent
of industry sales), the traditional model would
predict a high likelthood of collusive behavior
{either implicit or explicit) among the largest
firms. The largest firms would be expected to
establish price at a level above the competitive
price. As a result, the industry would earn
supracompetitive profits with the largest
firms earning the greatest profits and the
small fringe firms earning significantly
smaller profits.

The Many Small Firms Case

In an industry with many small firms, the
traditional model predicts independent rather
than collusive behavior. The market price
would approach the competitive price, the
industry would not earn supracompetitive
profits, and since market shares are fairly
similar among all firms, the profits of all
firms would be fairly similar.

Recognizing the existence of product
differentiation and barriers to entry will, of
course, modify or alter the conduct and
performance discussed above. The existence
of product differentiation allows different
firms to have different prices, and the individ-
ual firm’s profits are no longer determined
solely by its size. The existence of low barriers
to entry in the dominant firm case or the
several large firms case would result in a
market price below the industry profit-
maximizing price and, thus, profit levels
closer to the competiiive level. In a static
short-run framework, product differentiation
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and barriers to entry play a secondary role in’

influencing conduct and performance.? They
primarily alter or modify the effect of seller
concentration and market share.’

The heavy emphasis on the size distribution
of sellers as the primary element of market
structure and, therefore, as the primary deter-
minant of market performance is demon-
strated most convincingly by the empirical
literature on industry and firm profitability.
The number of studies investigating the rela-
tionship between concentration and industry
profitability is substantial. For a recent
summary of these studies see Weiss (1974).
Studies investigating the determinants of firm
profitability also focus primarily on size vari-
ables such as market share, assets, and
concentration. See, for example, Hall and
Weiss (1967) and Shepherd (1972). The
emphasis on size, both relative and absolute,
is also apparent in the empirical literature on
innovation. For a good review of this litera-
ture see Kamien and Schwartz (1975).

1. The Strategy Formulation Model

Dimensions of the Model

The strategy formulation approach to the
analysis of industries or markets can be
summarized as follows: the firm's goals and
its environment -determine its organization
(i.e., the hierarchical structure and resource

’In the long run, the importance of these factors in
influencing conduct and performance may be equal to
that of the size distribution of sellers.

’Two important aspects of industry performance other
than profitability are the degree of technical efficiency
and the rate of innovation. Yet the a priori relationships
are unclear. Strong arguments can be advanced support-
ing the hypothesis that high concentration encourages
innovation; equally strong arguments can be made for the
hypothesis that high concentration retards innovation.
With respect to technical efficiency, it can be argued that
high concentration is required for a high degree of
technical efficiency to exist in an industry. On the other
hand, it can be argued that the existence of high concen-
tration in an industry can allow inefficient firms to exist
and survive in an industry. '

- base}. The organization of the firm, and the

environment in which it operates determines
its strategy formulation, and its competitive
behavior (i.e., its strategy implementation),
which gencrates firm and market perfor-
mance. This broader approach involves five
major dimensions in addition to corporate
goals: firm organization, environment, strai-
egy formulation, competitive behavior, and
performance. The key elements of each of
these model dimensions are discussed below.*

The firm’s organization includes the
resources it acquires or hires and the way it
combines these resources (its structure).
Tangible resources of the firm include indi-
viduals with various levels of education and
experience, plant and equipment of various
types and vintage, and materials 'used in the
preduction process. Intangible resources in-
clude managerial philosophy and preference
for risk, style and quality leadership, quality
of equipment and materials, R&D skills and
experience, good will, service contacts outside
the company, and financial resources avail-
able to the firm.

The structure of the firm has three major
dimensions: hierarchy, production set-up, and
financial structure. Hierarchy represents the
way in which a firm is structured for decision-
making and the manner in which the various
components of the firm mesh together and
interact. The major hierarchical forms
include organization by function, by product

“Linkages among these dimensions have been amply
identified in the literature concerned with corporate
strategy, industrial organization, and psychology. For
brevity, some of the more important linkages are only
noted rather than fully explored in the ensuing discus-
sion. A sampling of the relevant literature is contained in
the references. For a review of the business literature
dealing with corporate strategy and organizational struc-
ture by an economist, see Caves (1980). Caves makes a
persuasive argument that industrial organization econo-
mists have much to learn with respect to the importance
of corporate strategy and organizational structure in
determining the market performance of firms and indus-
tries.
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line, by geographical area, and by matrix (the
combination of one or more of functions,
product and area).® Production set-up consists
of the method of production (e.g., degree of
automation}, the degree of vertical integra-
tion, and the flexibility of the production
process. Flexibility of the production process
ranges from the unit batch operation (for a
one-of-a-kind product such as the ENIAC
computer) to the continuous flow process (for
mass production items such as pocket calcu-
lators). Financial structure conmsists of the
type and amount of capitalization of the firm.
The proportion of debt relative to equity, cash
flow, and working capital affects the ability of
the firm to develop new products, to install
more efficient machinery and to compete in
the marketplace.

A firm’s environment encompasses the
elements outside the firm which provide it
with opportunities and constrain its behavior.
The environment of the firm encompasses
market structure, the salient features of rival
firms, the existence and function of trade
associations, the characteristics ‘of customer
markets, the opportunities for innovation, the
state of the economy, and legal constraints.

A {irm formulates its overall strategy in a
market or industry by matching its capabili-
ties—a function of its resource base—with
the opportunities it perceives in its environ-
ment (Rosenbloom, 1978} in the context of
the goals and structure of the firm. Strategy
formulation, therefore embraces forces both
within and outside the firm and leads the firm
to combine its resources into a particular
structure for achieving its objectives.

It is at this stage that firms determine how
they will compete and what distinctive
competence they will exploit. The firm’s
managers may formulate their strategies
consciously or unconsciously; they may do it

SHiecrarchical forms also relate to the use of task forces
and commiitees, individual integrators, and product
managers.

once and for alil or they may continuously or
periodically reassess their strategies and
finally, they may be more or less efficient and
effective in the implementation of these strat-
egies.® The formulation stage is critical:
competitive behaviors are determined by
these strategies.

There are three broad groups of strate-
gies—product, marketing and price. Product
strategies deal with the physical properties of
the commodity and encompass product inno-
vation, breadth of product line, product devel-
opment, and product quality. Marketing
strategies reflect activities associated with

features which are, in turn, associated with a

transaction or which attach to, but do not
inhere in, the product. These strategies
include: service before, at and after the sale;
product differentiation; background of sales
personnel; brand proliferation; and channels
of distribution. Price strategies deal directly
with the relative height of the selling price or
costs. This set of strategies includes relative
level of price, relative level of cost, and
process innovation.

Competitive behavior refers to interactions
among rivals in the marketplace with regard
to their customers. The firm’s interaction with
rivals is conditioned by its strategy formula-
tion, and generates firm performance. A
firm’s competitive behavior involves the
implementation of product, marketing, and
price strategies.

Performance represents the final outcome
of competitive behavior realized by a firmasa
consequence of the implementation of its
strategies and interaction with rivals. Exam-
ples or manifestations of firm performance
are profitability and change in market share.
Market performance is the product of the
interactions of all firms in the marketplace; it

“The concept of strategy formulation, or corporate
planning as it is sometimes called is widely used by
leading firms. See Andrews (1971), Ackoff (1970},
Rothschild (1976} and Merrifield (1977).
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encompasses the efficient allocation of soci- -

ety’s resources and the rate of progress asso-
ciated with innovation (e.g., new products,
fower cost and higher quality).

Strategy Formulation

Strategy formulation is at the core of the
model because it directs competitive behavior.
The factors affecting decisions converge at
strategy formulation. Given a firm’s goals and
resource base, and given the constraints of the
environment, it formulates its strategies and
organizes its resources Lo achieve its goals in
the most effective and efficient manner possi-
ble. Competitive behavior results from the
strategies devised by the decisionmakers
across the rivals in the industry; however, the
concept of strategy has not been employed by
many scholars in analyses of competition.
Analysts of business decisionmaking have
studied strategy in the context of activities of
a given firm. Studenis of game theory have
related strategy to specific forms of behavior.
Neither approach has addressed strategy
formulation in the broader context of
constraints on il. In recent years several
authors have integrated strategy with the
study of competition. The result has been
described by Michael Hunt (1972) as a blend
of the economist’s perception that size is the
distinguishing factor among firms with the
business analyst’s perception that every firm
is unigque. This compromise produced the
concept of strategic groups which allows
recognition of groups encompassing & number
which can exceed one and is less than the total
number of firms in the industry.’

Cur discussion of strategy formulation
begins with consideration of the interrelation-
ships among strategies. We then discuss the
formation of strategy groups, and their
impact on the competitive process in a

"This concept has been developed, in addition to Hunt,
by Newman (1973, 1976) and Porter (1976).

market, and new entry when the existence of
multiple strategy groups in an industry is
recognized.

Clusters of Strategies

Strategies can differ depending on differ-
ences in industry environments and across
firms in the same market because of differ-
ences in managerial hierarchies, resources
bases, and corporate goals. Given these differ-
enees, a strategy which is optimal for one firm
may not be viewed as optimal by rival firms in
the same industry. Moreover, given environ-
ment and organization, strategies related to
product, marketing and price are not indepen-
dent of each other. Firms will employ a set of
compatible strategies and certain strategics
may not be compatible with other strategies.®

To illustrate assume there are three groups
of firms in an industry offering a consumer
durable good. Group A contains large-volume
producers of a broad line of the product;
Group B produces only for the high-quality
end of the industry; and Group C offers
private label products. It seems reasonable to
expect that: 1) firms in Group A are more
likely to engage in product differentiation by
advertising in the national media and to
distribute through many outlets, 2) Group B
firms will rely less heavily on national adver-
tising, concentrate on sales through carefully
selected distributors, and be at least as likely
as firms in Group A to seek technological
leadership in product innovation and charge a
relatively high price; and 3) Group C firms
will emphasize relatively low prices, imitate
the products of groups A and B, engage in
process innovation, and distribute through
outlets such as Sears, Montgomery Ward and
discount houses.

While firms can meet the constraints in
different ways, all strategies cannot neces-

*This proposition is in accord with the literature
related to the study of corporate strategy (e.g., Learned
et al., 1969). .
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sarily be employed successfully. A firm with
neither the resource base nor the organiza-
tional structure suitable for an intensive
research program would not survive in an
industry characterized by a rapid rate of
technological change. Similarly, efforts to
maintain a price premiam would be doomed
in an industry characterized by a homoge-
neous product and knowledge buyers. Thus,
successful strategies are developed by the
firm only by working within the constraints
peculiar to the industry.

Formation of Strategy Groups

Firms in an industry can be grouped
according to the similarity of sets of strate-
gies. There is a question concerning how the
sets and, hence, groups are formed and why
there are differences in sets of strategies when
firm performance differs across groups.’
Within a given environment, goals and firm
organization can differ across firms in an
industry. Corporate goals and organizational
elements, such as managerial preferences
toward risk and the skills in the asset base,
affect strategy formulation. Thus, strategies
can differ across firms in an industry.'®

The same factors which contribute to the
different strategies can also inhibit switching
from one group to another. For example, in an
industry which has experienced changes in
boundaries and in environment as a result of
innovation, firms which employed successful
strategies may have been surpassed by firms

Wewman (1976), Hunt (1972) and Porter (1976)
found differences in profitability across strategy groups.
Others have found differences in profitability across
firms in an industry. Relative size rather than strategy
group was the focal point. See, for example, Shepherd
(1972).

1%Stratepies may differ also because firms competing in
foreign markets of the same industry may have adapted
their strategies to face situations in foreign geographical
markets which are not faced by their domestic rivals. The
difference in strategies associated with international
competition has been suggested by Porter (1980, Chapter
.

with different strategies. For example, former
leaders may be unwilling to switch to another
set of strategies because they did not want to
change their resource base or attitude toward
risk.

Regardiess of willingness firms may be
unable to switch to a set of strategies asso-
ciated with greater success. Caves and Porter
(1977) have argued that firms may be barred
from switching to another strategy group. The
mobility barriers are associated with passive
and active elements. On the passive side,
smaller firms may not have the large amounts
of capital required for investment in R&D.
An active barrier would result from efforts by
certain firms. An example of an active barrier
has been suggested by Caves and Porter
(1977, p. 246):

The larger the incumbent’s initial market
share, the greater is the relative advan-
tage it gains against . . . smaller firms by
pursuing a strategy such as annual model
changes that shifts the mixture of costs
toward fixed outlays.

Given substantial scale economies, the higher
fixed costs associated with the model changes
could cause substantial cost disadvantages for
the smaller firms.

Competition and Strategy Groups

By definition, firms in a strategic group
follow similar strategies. Consequently, firms
in a strategic group will behave in 2 manner
which promotes an atmosphere conducive to
effective agreement. Responses to distur-
bances in the environment are likely to be
similar. The decisionmakers are likely to
recognize their mutual interdependence. Fi-
nally, conjectural variation will not give rise
to unstable rivalry because decisionmakers
are better able to project accurately responses
of competitors. A similar commentary, how-
ever, cannot be applied to conjectures and
behavior when firms are in different groups.
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For example, assume that there are two strat- -

egy groups in an industry. Group A contains
firms which imitate technology and differen-
tiate their product through intensive advertis-
ing. Group B’s firms employ product innova-
tion and a price premium as strategies. If
firms in A raise advertising expenditures and

begin to increase their market shares, firms in

B could counter by reducing their prices if
they are unable to introduce a new product.
Alternatively, if a firm in B introduces a new
product and is capturing an additional market
share, firms in A could retaliate only by
reducing their price and/or increasing their
advertising until they can develop imitations.

The existence of different strategy groups
means that promotional aims, preferences
regarding prices and the introduction of new
products, marketing methods, technology,
scale of operation, and emphasis on techno-
logical change, among other things, can vary
across groups. Newman {1976) and Porter
(1980, Chapter 7) have argued that industry
behavior is affected by the complexity of
strategic groups. For example, the existence
of dissimilar strategies hinders the ability to
collude. Given that membership in different
strategy groups means differences in goals
and in responses to disturbances, competitive
behavior will be more intense if there is a
complete set of strategic groups. The likeli-
hood of reaching a consensus is reduced the
greater disparity in preferred outcomes.
Differences in reactions to disturbances which
are common {o all rivals increases the diffi-
culty of restoring a tacit understanding.
Indeed, the ability to sustain an agreement is
weakened because the lower interaction with
common customers, channels of distribution
and suppliers makes it more difficult to detect
cheating (Porter, 1980, Chapter 7).

Porter (1980, Chapter 7) has identified
three factors which affect the impact of the
existence of different strategic groups on
competition: the number and size distribution

of groups; distance between groups; and
market interdependence across the groups.
The number and size distribution of strategy
groups is expected to be directly related to
rivalry. However, the impact of a large
number of groups will be limited if the groups
are small. A group which is dominant will not
be affected much by a small group of smaller
firms. Strategic distance—the extent to
which key strategies (e.g., advertising, rela-
tive price, R&D and cost structure) differ
across the groups—is expected to have a posi-
tive association with rivalry. Market interde-
pendence is expected to be directly related to
rivalry. The effect of one group’s activities on
another group becomes stronger when both
groups aim at the same set of customers.

Entry

The analysis of competition to this point
has been in the context of current sellers.
Entry by sellers new to the industry or to a
strategy group may also affect the climate for
competition. Oligopolistic consensus can be
disturbed and competitive forces can be
enhanced by entry. Activities of a new entrant
can increase uncertainty of rivals, and estab-
lished firms may misread the cause of
changes in market share. The response to the
entry depends on the size and strategies of the
entrant as well as on the nature of the
entry—that is, new entry into the industry
versus movement between strategy groups in
the same industry.

Entry into a strategy group can occur when
an established firm alters its mix of strategies.
This type of entry can have an effect simiiar
to entry by a firm new to the industry.
Furthermore, the long-run impact of de novo
entry may be large even if the entry has little
or no impact on competitive forces in the short
term. Potential entrants may enter certain
strategy groups because there are high
barriers to entry into strategy groups in which
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firms earn higher profit rates. Once obtaining
a tochold, the entrant may attempt to enter
another strategy group.

IV. A Comparison of the Traditional and
Strategy Formulation Models

Having discussed both the traditional and
strategy formulation models, we present a
brief comparison of the key features or char-
acteristics of each:

1. In the traditional model, all firms are
assumed to have similar goals or objectives,
i.e., the maximization of long-run profits. In
the strategy formulation model, firms are
allowed to have different goals or objectives.

2. In the traditional model, the organiza-
tion or structure of the firm is either ignored
or assumed to be fairly similar among ail
firms. In the strategy formulation model,
differences in firm organization are an impor-
tant factor in determining the {irm’s competi-
tive behavior.

3. In the traditional model, the primary
characteristic which distinguishes one firm
from another is size. In the strategy formula-
tion model, size is only one distinguishing
characteristic; firms also differ according to
their goals or objectives and their organiza-
tion.

4. In the traditional model, the advantages
one firm possesses relative to another firm are
primarily size-related. In the strategy formu-
lation model, size is only one factor deter-
mining the advantages of the individual firm;
factors of equal, and in some cases greater,
importance in determining the advantages of
individual firms are the product, marketing
and price strategies pursued by the firm. In
the traditional model little if any emphasis is

placed on differences in strategies among
firms.

5. The analytical core of the traditional
model is analysis of market structure, while

the analytical core of the strategy formulation
model is the process of strategy formulation.

6. In the traditional model, the primary
determinant of competitive behavior and
performance is size, both relative and abso-
lute. In the strategy formulation model,
competitive behavior and performance are
determined by the strategies employed by the
firms in the market. Size is only one factor
determining firm strategies.

V. Public Policy Implications of the
Traditional and Strategy Formulation Models

The traditional model has simple and clear
implications for antitrust policy: market
performance is determined by market struc-
ture. The most important element of market
structure is the number and size distribution
of firms. Desirable performance is primarily
the result of an “optimal” number and size of
firms, while undesirable performance is seen
as resulting from a “nonoptimal” number and
size of firms. What follows from the tradi-
tional model are remedies aimed at altering
the size distribution of firms within the indus-
try. What follows from the strategy formula-
tion model is that size is only one factor
determining firm and market performance,
and thus simply altering the size distribution
of firms may not necessarily result in more
desirable performance.

One way to demonstrate the different
public policy implications of the two models is
to apply them to a particular case situation.
Let us take a simple case of an industry in
which market performance with respect to
profitability and the behavior of the firm are
considered undesirable. Assume further that
the largest firm dominates the industry and
controls 70 percent of industry output. The
traditional model suggests the alteration of
the size distribution of firms in the industry,

the most direct method being the dissolution

of the dominant firm. Since the traditional
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model assumes that ail advantages are size- .

related, dissolving the largest firm into several
firms of a size equal to the other firms in the
industry should result in more desirable
performance. In other words, a more equal
size distribution of firms (i.e., a lower level of
concentration) will result in a more desirable
market performance.

Using the strategy formulation model, it is
not at all clear that competition will be
enhanced and performance improved, We
further assume: 1) the dominant firm employs
strategies which are significantly different
from other firms in the industry; 2) the domi-
nant firm’s market positien is primarily the
result of the successful application of these
strategies; and 3} there are significant
barriers to mobility in moving from one strat-
egy group to another in the industry. Given
these assumptions, a simple dissolution of the
dominant firm {e.g., into five firms equal in
size to the other firms in the industry) will not
alter competiton in the market. The strategy
group formerly populated by one dominant
firm will now be populated by the five new
firms. The other firms in the industry will not
be able to compete effectively with the “domi-
nant” strategy group since there exist signifi-
cant mobility barriers. Since firms with simi-
lar strategies (i.e., members of the same strat-
egy group) are more likely to recognize
mutual interdependence, the likelihood of
implicit or explicit collusion among the five
new firms would be quite high. Thus the end
result of dissolution may simply be to replace
a single dominant firm with a dominant oli-
gopolistic core of firms.

The recognition of strategy groups and
mobility barriers in the industry suggests that
the appropriate remedy is not simply dissolu-
tion of the dominant firm but also reduction
or elimination of the mobility barriers which
prohibit firms -from adopting the more
successful and profitable strategies. In fact, it
can be argued that dissolution may not be

necessary if size-related advantages are no
longer paramount, given the other remedies.
Under these conditions, the elimination of
mobility barriers may serve to enhance
competition and improve market performance
i the long run.

The two models also have different public
policy considerations with respect to mergers.
Cases brought under Section 7 of the Clayton
Act are concerned with acquisitions which
substantially lessen competition. If the pro-
spective acquirer is not yet in the industry,
attention focuses on the likelihood that the
acquisition will result in the elimination of a
potential entrant into the relevant market.
Assuming that the merger will eliminate one
of a few likely potential entrants, under the
traditional model efforts would be aimed at
preventing merger because the acquiring firm
would no longer constrain the behavior of
established firms. But the strategy formula-
tion model does not necessarily lead to the
same conclusion. :

The implications of the strategy formula-
tion model can be seen in three scenarios:

. Given the organization of the prospec-
tive acquiring firm, one could speculate about
the strategy group it is likely to enter. If it is
likely to enter the dominant group as a sepa-
rate entity, then competition would be
affected more than if it were likely to enter a
less-than-dominant strategy group.

2. If the merger is with a smaller firm in
the dominant group, competitive forces may
be enhanced considerably if the acquiring
firm has a different organization and has
employed different strategies. The acquiring
firm could have a different reaction to the
environment, thereby generating instability
among firms which had been cooperating.

3. If the merger occurs with a firm in a
less-than-dominant group, competiton can be
increased because of an increase either in the
number of groups or in the size of the group,
and because of a strengthening of strategic
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distance. Moreover, over the long run, compe-
tition can be increased if the entry is prelimi-
nary to a switch into the dominant group.

1n summary, the traditional model suggests
a public policy aimed at dissolution of the
largest firms and a prohibition of mergers
which may alter the size distribution of firms
in a “nonoptimal” way. The strategy formula-
tion model suggests a public policy which is
broadened to also include policies aimed at
encouraging types of firm organizations and
strategies that are likely to enhance competi-
tion.

VI. Summary and Conclusions

This paper has presented a brief description
of the traditional S-C-P model of industry
analysis and a more detailed description of
“the strategy formulation model” of industry
analysis. The major difference between the
two models is recognition in the strategy
formulation model that size may not be the
primary characteristic which distinguishes
firms in a market. Firms differ not only
according to size but also according to goals,
organization, and strategies employed. The
important implication of this broader ap-
proach to industry analysis is that size may
not be the primary determinant of competi-
tive behavior and performance. Behavior and
performance are also determined by the strat-
egies firms employ and the interaction of
strategic groups in the market. Thus, the
difference between the traditional model and
the strategy formulation model is not merely
one of emphasis but one of substance. The
traditional model simply ignores the existence
of different strategies and different strategy
groups in markets,

We have attempted to demonstrate that the
public policy implications of each model can
be quite different. The traditional model
suggests an antitrust policy aimed primarily
at altering the size distribution of sellers. The

strategy formulation model suggests what
may be termed a “competitive behavior”
public policy, i.e., a policy aimed at affecting
competitive behavior. In this broader view,
altering the structure of a market is only one
way of altering competitive behavior. Public
policy can also be directed at altering the
firm’s goals, organization, and strategies, i.e.,
the other factors which also determine
competitive behavior in the market. This
broader view of public policy therefore would
not only include prohibitions against certain
actions (e.g., price fixing), but also include
incentives (e.g., tax incentives or subsidies) to
engage in certain activities (e.g., product or
process innovation) or to use specific organi-
zational forms.
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