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Section A (20 marks)

Answer all questions

1	 Armagh apple farmer Pat McKinney grows apples which he sells to UK supermarkets and 
cider producers.

	 The table below shows how Pat McKinney’s costs vary with the quantity of 
apples produced.
	

Quantity of apples 
(tonnes) Total cost (£)

0 1,000

1 1,150

2 1,300

3 1,440

4 1,540

5 1,690

6 1,940

7 2,350

8 2,800

	 (a)	 Using the information in the table above, calculate the total fixed cost of producing 
3 tonnes of apples.	 [2]

	 (b)	 Using the information in the table above, calculate the average variable cost of 
producing 4 tonnes of apples.	 [2]

	 (c)	 Using the information in the table above, identify the output level at which productive 
efficiency is achieved.	 [2]

2	 Sports Direct and JD Sports are two of the UK’s most successful “athleisure” retailers, with 
highly profitable stores in most UK cities. However, their approach to sales is very different. 
Sports Direct has traditionally competed by selling last season’s lines at a significant 
discount while JD Sports has competed by offering the most recent exclusive lines at 
premium prices.

	 With reference to the information above, explain the difference between price and 
non-price competition.	 [4]
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3	 In 2019 Brompton Bicycle Limited, the UK’s largest producer of folding bikes with a market 
share of 38%, reported that it generated £32.5 million in revenue from the sale of its iconic 
folding bike. These impressive figures were 15% higher than the previous year despite the 
fact that the volume of sales remained relatively flat over the same period.

	 (a)	 Using the information above, calculate the size of the UK folding bike market in 2019. 	
	 [2]

	 (b)	 Explain how Brompton Bicycle Limited was able to increase sales revenue by 15% in 
2019 despite the volume of sales remaining flat over the same period. 	 [2]

4	 Delicious Dinners is a catering company which has the contract to act as sole supplier of 
school meals to all secondary schools in a particular area. The education authority has 
become concerned about the potential abuse of this monopoly position, and has decided to 
implement a new strategy whereby it reviews the contract and invites tenders every year in 
an attempt to make the market contestable.

	 With the aid of an appropriate diagram, explain why Delicious Dinners might change its 
price and output decisions as a result of this new education authority strategy.	 [6]
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Section B: Case study

Answer all questions (40 marks)

The following passages were compiled in December 2020. Read them carefully and answer the 
questions which follow. 

5	 Case study: Big Tech under the microscope

	 Source 1: Rise of the FAANGs
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Fig. 1: Share price of the FAANGS and S&P 500 Dec 2015 – Dec 2020: Dec 2015 = 100
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	 It is hard to overstate just how central technology has become to our everyday lives. It has 
changed how we work, how we learn, how we communicate with our friends and family and 
how we shop.

	 Over the last few years, a number of US technology companies have embedded 
themselves seamlessly into the daily lives of people all over the world. The largest of these 
firms have become household names right across the globe.

	 This “Big 5”, collectively known as the FAANGs, are Facebook, Amazon, Apple, Netflix and 
Google. Between them, these companies have hundreds of millions of daily users which 
allows them to generate billions of pounds in annual profits. This in turn means that the 
total value of the FAANGs is a little under £5 trillion – or for comparison purposes, the total 
value of these five US companies is over twice that of the top 100 companies in the UK 
combined!

	 Fig. 1 opposite shows the growth in the share price of these firms compared to the average 
of the top 500 firms in the US (S&P 500) between December 2015 and December 2020.

	 This unparalleled growth and market value is even more significant when you consider that 
some of these companies did not even exist 25 years ago.

	 It seems that nothing can stop the growth of these firms. When coronavirus sent the globe 
into lockdown, many industries were hit hard. But the Covid-19 pandemic has rather 
perversely been good for these firms as they have become not just useful, but essential. 
Indeed, had it not been for the level of connectivity provided by the FAANGs, the impact of 
lockdown might have been much worse for all of us.
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	 Source 2: Acquiring market power

	 While clever use of technology has undoubtedly been a major factor in the success of the 
FAANGs, so too has been their policy of rapid expansion through acquisition and takeover. 
Since it was formed in 2004, Facebook has acquired close to 100 companies, while Google 
has acquired close to 200 since it was founded in 1998. These acquisitions range from the 
purchase of small unknown companies, who typically provided essential services, to multi-
billion dollar takeovers of rival firms. 

	 Some of the most headline grabbing examples include: 

	 •	 Facebook’s acquisition of rival Instagram for $1 bn in 2012;

	 •	 Facebook’s purchase in 2014 of rival messaging service WhatsApp for a staggering 	
	 $16 bn; and

	 •	 Google’s $1.65 bn purchase of YouTube in 2006.

	 At the time these takeovers were given the green light by regulators in the US, despite 
concerns raised by some that they were designed to stifle competition and increase 
market power.

	 Not surprisingly, the acquiring firms often express different motivations for the purchases. 
These motivations include bringing essential services in-house, creating synergies, and 
talent acquisition. Facebook CEO Mark Zuckerberg claimed that “we buy companies to 
get great people. One of the best ways to get great people is to focus on acquiring great 
companies with great founders”.

	 Source 3: Not all prices are created equal

	 It is not just the “Big 5” technology firms who are benefiting from the move online; firms right 
across the spectrum are mimicking the “Big 5” and harnessing technology in an attempt to 
become more competitive and profitable. One popular strategy used by online retailers is a 
form of price discrimination known as personalised pricing, where retailers use information 
mined from your search history to determine a specific price to offer you. The information 
used includes the postcode you are searching from, whether you are using an Apple 
device or a PC, and your shopping and browsing history. If you are shopping on a Mac in 
a wealthy postcode and have a history of hitting the “buy” button quickly, chances are you 
will be offered a higher price for the same goods than someone else in a less wealthy area 
browsing on their PC.

	 Pat Adams, an e-commerce analyst, stated: “The potential gains to both revenue and profit 
from personalised pricing are impressive. Companies which invest in the sophisticated 
digital equipment required to analyse big data can achieve what was once only a theoretical 
idea, perfect price discrimination!”

	 However, Neil Mellor, a consumer rights campaigner, stated: “Personalised pricing may 
just be the straw that breaks the consumer’s back. When consumers realise that price 
discrimination is occurring, they object. When consumers start objecting in big numbers, 
then regulators start to act, particularly if they feel that firms are using personalised pricing 
to limit entry into the market or destroy competitors.”
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	 Source 4: Regulators bite back

	 Competition regulators in the EU and the US are taking a closer look at the market power 
enjoyed by “big tech” companies. In the summer of 2020 the bosses of Facebook, Apple, 
Amazon and Google were forced to testify before the United States Congress as part of a 
wider investigation into their market dominance.

	 By October, the US Department of Justice was suing Google, accusing the firm of stealing 
content created by smaller firms and violating US competition policy to construct and 
maintain monopoly power on internet searches and online advertising.

	 Then, in December, the US Federal Trade Commission sued Facebook, accusing the 
social media group of taking illegal actions to buy up rivals and stifle potential competition. 
Officials accused Facebook of taking a “buy or bury” approach to crush smaller rivals and 
snuff out competition, all at the expense of everyday users.

	 In Europe, the European Commission has accused Amazon of unfairly using access to data 
on its platform to undermine competition. Essentially, the Commission argues that Amazon 
studies which products sell well on its platform, creates its own version of these products 
(under its Amazon basic brand), and undercuts the original seller.

	 If found guilty of the various charges, the firms could face an array of different penalties 
including fines, punitive taxation, closer regulation of their activities, and legislation forcing 
the firms to break themselves up into smaller, separate component parts.

	 Not surprisingly, the CEOs of these companies are defending their actions vigorously. A 
spokesman for Facebook stated that “competition laws exist to protect consumers and 
promote competition, not to punish successful businesses”.

	 Competition lawyer Paul Maxwell stated: “If they have inadvertently violated some 
competition regulations, the FAANGs should pay their fines and adjust their business 
practices accordingly. However, they should resist forcibly any attempt to break up their 
companies, not only for their own sake, but for the sake of the wider economy. Attempting 
to break large successful companies up into smaller competing entities is the least effective 
policy available to competition authorities.”

	 (a)	 Using the information in Fig. 1, compare the trends in the share price of the FAANGs 
to the S&P 500 between December 2015 and December 2020.	 [4]

	 (b)	 Analyse why firms such as the FAANGs often pursue rapid expansion through 
acquisition and takeover.	 [9] 

	 (c)	 Critically examine the likely impact of personalised pricing on firms and consumers 
(Source 3).	 [12]

	 (d)	 Evaluate the view that breaking up large successful companies is the least effective 
policy available to competition authorities. 	 [15]
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Section C: Essay section

Answer one question (30 marks)

	 6	 In recent years, several economists have been calling for deregulation of the UK 
banking market. They argue that the emergence of online-only banks and the 
development of crowdfunding and peer-to-peer lending platforms has made the market 
much more contestable. Others, however, have pointed out that despite this supposed 
increase in contestability, the market is still dominated by a few big firms that earn 
significant levels of supernormal profit at the expense of customers.

		  Critically examine the view that the theory of contestable markets is no more realistic 
than traditional models of firms’ behaviour.	 [30]

	 7	 A recent study by Harvard University in the USA looked at profitability in organisations 
of different sizes. It reached a conclusion that contradicts what is being taught in most 
introductory economics courses. The study suggested that the single biggest factor in 
explaining why large firms are more profitable is not because they have more pricing 
power, but rather because they are much more efficient.

		  Critically examine the view that economic efficiency is more likely to be achieved in 
highly concentrated markets than in highly competitive ones. 	 [30]

THIS IS THE END OF THE QUESTION PAPER
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Surname

Answer booklet Write the question number in the left-hand margin at the start of each answer.

Question
number

Total fixed cost is the total cost when output is zero, since fixed costs do not

vary with output.

TFC of producing 3 tonnes = £1,000

TVC = TC − TFC = £1,540 − £1,000 = £540

AVC = TVC ÷ Q = £540 ÷ 4 = £135 per tonne

Productive efficiency is where average (total) cost is at its minimum. AC = TC

÷ Q:

1 t = £1,150, 2 t = £650, 3 t = £480, 4 t = £385, 5 t = £338, 6 t =

£323.33, 7 t = £335.71, 8 t = £350

AC is lowest at £323.33, so productive efficiency is achieved at 6 tonnes.

Price competition is where firms use price as the main way of attracting or

keeping customers, e.g. by cutting prices or offering discounts. Sports Direct uses

price competition by selling last season's lines at a significant discount.

Non-price competition is all competition other than through price, e.g. quality,

branding, advertising, exclusivity or after-sales service. JD Sports uses non-price

competition by offering the most recent exclusive lines, which allows it to

charge premium prices.

Market size = £32.5m ÷ 38 × 100 = £85.53 million

Sales revenue = price × quantity. As revenue rose by 15% while the volume of

sales stayed flat, Brompton must have raised the average selling price of its

1(a)

1(b)

1(c)

2

3(a)

3(b)
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Question
number folding bikes by around 15%, which its strong brand (inelastic demand) allowed

without losing sales.

A monopoly is a market with a single supplier and high barriers to entry. Under

the original contract Delicious Dinners was the sole supplier of school meals and

faced no threat of entry, so it would maximise profit where MR = MC,

producing Q1 and charging P1, earning supernormal profit (hatched area). With

no competitive pressure it could also let the quality of its meals and service fall

(X-inefficiency).

A contestable market is one where there is a credible threat of entry because

entry and exit are free and there are no sunk costs. By inviting tenders every

year, the education authority creates this threat: if Delicious Dinners charges

high prices or offers poor quality, a rival caterer can underbid it and win the

contract (hit and run competition).

As the diagram shows, to keep the contract Delicious Dinners is likely to price

down the demand curve, lowering price towards P2 and raising output towards

Q2, where price equals average cost so it earns only normal profit (limit

pricing). It will also have an incentive to cut costs and improve the quality of

its meals. It may not reach the perfectly contestable outcome, since tendering

4

Costs and
revenue (£)

Quantity
0

D = ARMR

MC = AC

P1

Q1

P2

Q2

supernormal
profit (hatched)

contestable
outcome
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Question
number only once a year and set-up costs limit the threat, but it will move closer to it.

All the FAANGs' share prices rose much faster than the S&P 500. The S&P 500

index rose from 100 to about 183, an increase of 83%. Facebook rose by 163%

and Google by 129%, almost twice the S&P 500, while Amazon (375%), Apple

(360%) and Netflix (346%) rose by more than four times as much.

On average the FAANGs rose by 274%, more than three times the S&P 500.

Their share prices were also more volatile (e.g. Netflix fell sharply between Jun

18 and Dec 18), and the gap widened most in 2020, when the FAANGs surged

while the S&P 500 only rose from 160 to 183.

Acquisition and takeover is external growth, where one firm buys another firm:

horizontal integration if the target is a rival at the same stage of production,

vertical if it is a supplier or customer, and conglomerate if it is in an unrelated

market. Firms such as the FAANGs grow this way because it is much faster

than internal (organic) growth: Facebook has acquired close to 100 companies

since 2004 and Google close to 200 since 1998 (Source 2).

Firstly, takeovers increase market share and market power. By buying rivals such

as Instagram ($1bn) and WhatsApp ($16bn), Facebook removed potential

competitors and became more of a monopolist. With fewer substitutes, demand

for its services becomes more price inelastic, allowing it to raise prices, for

example the price of advertising, and earn greater supernormal profit. As Source

4 says, critics describe this as a 'buy or bury' strategy to stifle competition,

which also raises barriers to entry.

Secondly, firms seek economies of scale and synergies. A larger firm can spread

its huge fixed costs, such as servers, data centres and research, over more

users, lowering long run average cost. Combining firms creates synergies, where

the merged firm is worth more than the two separately, e.g. Google selling

targeted adverts on YouTube using its search data. Lower costs and higher

5(a)

5(b)
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Question
number revenue raise profit.

Thirdly, acquisitions bring essential ancillary and auxiliary services in-house

(vertical integration). Buying small firms that provide essential services secures

supply, removes the supplier's profit margin and gives control over quality and

technology.

Finally, firms acquire talent. Mark Zuckerberg says 'we buy companies to get

great people'; buying a firm is a quick way to gain skilled engineers and

founders, which raises productivity and innovation (dynamic efficiency). Overall,

all of these motives allow the FAANGs to increase profits and market value,

consistent with the profit maximising objective, and the growth of the firm also

satisfies managers' desire for size and status.

Price discrimination is charging different prices to different consumers for the

same good or service where the price differences are not due to differences in

cost. It requires the firm to have price setting (monopoly) power, to be able to

separate consumers with different price elasticities of demand and to prevent

resale between them. Personalised pricing is a form of first degree (perfect)

price discrimination: firms use data mined from a consumer's postcode, device

and browsing history to charge each consumer the maximum price he or she is

willing to pay (Source 3), unlike third degree discrimination, which charges

different groups different prices, or second degree, which varies price with the

quantity bought.

For firms the impact is very positive. As the diagram shows, a single price

monopolist produces Q1 at P1 where MR = MC. With perfect price discrimination

each extra unit is sold at the price the consumer is willing to pay, so the

demand curve becomes the MR curve and the firm produces Q2 where D = MC.

The whole of the consumer surplus (hatched) is converted into revenue and

producer surplus, so revenue and profit rise, as Pat Adams says the gains are

'impressive'.

5(c)
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Question
number

The extra profit may be reinvested in research and development, leading to

product and process innovation (dynamic efficiency). Higher output Q2 also lets

firms exploit economies of scale, lowering average costs and possibly prices.

For consumers the impact is mixed. Consumers who are offered higher prices,

such as the wealthy Mac user who buys quickly, lose consumer surplus, so their

welfare falls and income is redistributed to the firm. However, some consumers,

e.g. those on a PC in a less wealthy area, are offered lower prices and are

priced into the market: output rises from Q1 to Q2, which is the allocatively

efficient level where P = MC, so there is no deadweight loss.

However, the impact depends on several factors. Perfect price discrimination is

only theoretical in practice: firms need to invest in costly digital equipment to

analyse big data, which may outweigh the gains for smaller firms, and the data

only estimate willingness to pay. Consumers may switch device, clear their

history or use price comparison sites to avoid it, and resale is hard to prevent.

As Neil Mellor warns, when consumers realise price discrimination is occurring

they object, damaging the firm's reputation and demand, and regulators may

intervene if personalised pricing is used to limit entry or destroy competitors

(predatory pricing), leading to fines.

Overall, personalised pricing clearly benefits firms in the short run by increasing

Price, costs
and revenue

Quantity
0

D = AR = MR
(with perfect PD)

MR (single price)

MC = AC

P1

Q1 Q2

hatched area = consumer surplus
captured by the firm
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Question
number revenue and profit, while for consumers the impact depends on who they are:

high-income consumers lose, low-income consumers may gain. Consumers as a

whole lose most of their consumer surplus, so the overall impact on consumer

welfare is likely to be negative, unless the extra profit is used for innovation

and lower costs. In the long run consumer backlash and regulation could limit

the gains to firms too.

Competition authorities, such as the Competition and Markets Authority in the

UK, the European Commission and the US Department of Justice and Federal

Trade Commission, aim to promote competition and protect consumers from the

abuse of market power. Breaking up a firm means forcing a dominant firm to

split into smaller, separate, competing companies, e.g. separating Instagram and

WhatsApp from Facebook. US regulators broke up Standard Oil in 1911 and AT&T

in 1982 and tried with Microsoft in the 1990s. Other policies include fines,

punitive (windfall) taxation, closer regulation and price controls, and blocking

mergers (Source 4).

There are strong arguments that breaking up is an effective policy. Fines only

tackle the symptoms of market power, and for firms earning billions of pounds

in annual profits and worth a little under £5 trillion in total (Source 1) even

large fines may simply be treated as a cost of doing business, so the

anti-competitive behaviour continues. Breaking up tackles the cause: it reduces

concentration and market share, creating more firms that must compete. This

should lead to lower prices (e.g. for online advertising), better quality and more

choice, and to lower supernormal profit, moving the market closer to allocative

(P = MC) and productive efficiency and increasing consumer surplus.

It would also reduce the barriers to entry that Big Tech uses to 'buy or bury'

smaller rivals, and the amount of user data held by a single firm, reducing the

power of these firms to influence society. Regulation, by contrast, suffers from

asymmetric information and regulatory capture, and requires continuous costly

monitoring, while a break-up is a one-off structural remedy.

5(d)
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Question
number However, there are strong arguments supporting Paul Maxwell's view. Many of

these markets have features of a natural monopoly: very high fixed costs and

network effects, where a service like Facebook or Google Search becomes more

valuable the more people use it. As the diagram shows, if one firm producing Q

at cost C1 is split into two firms each producing Q/2, they lose economies of

scale and average cost rises to C2, which may lead to higher prices.

Large firms also earn the supernormal profits needed to fund research and

development, so breaking them up may reduce innovation and dynamic efficiency.

Lower profits would reduce dividends to shareholders and corporation tax revenue,

and smaller US and EU firms may be less able to compete with large foreign

rivals, e.g. Chinese tech firms such as Alibaba and Tencent, costing jobs and

growth. Break-ups are also slow, costly and legally difficult: lawsuits take years,

the Microsoft case ultimately failed, and integrated services and data are hard

to separate. It also seems inconsistent to break up firms that regulators allowed

to grow by approving the Instagram, WhatsApp and YouTube takeovers (Source

2).

Alternative policies may achieve the benefits at lower cost. Fines for

anti-competitive behaviour, e.g. the EU fines on Google, punish abuse while

keeping economies of scale. Regulation can target the abuse directly, such as

Costs
(£)

Output
0

LRAC

C2

Q/2

C1

Q

each of two
smaller firms

one large firm
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Question
number forcing firms to open their platforms to third party users or stopping Amazon

using sellers' data to undercut them, and price controls such as RPI − X can

limit prices. Windfall taxes reduce excess profits, and blocking acquisitions

prevents dominance in the first place.

Overall, whether breaking up is the least effective policy depends on the market

and the type of abuse. Where there are significant economies of scale and

network effects, as in search or social media, breaking up could raise costs and

reduce innovation, so regulation, fines and opening up platforms are likely to be

more effective. However, where dominance has been built through acquisitions of

rivals, as with Facebook, separating these businesses could restore competition

without large losses of efficiency, and if fines and regulation fail to change

behaviour it may be the only remedy left. So breaking up is not necessarily the

least effective policy, but it should be a last resort used only after cheaper

policies have failed.

A contestable market is one in which there is a credible threat of entry by

new firms, so incumbent firms behave competitively whatever the number of

firms in the market. The theory, developed by Baumol, assumes freedom of

entry and exit, no sunk costs (costs that cannot be recovered on leaving the

market), perfect knowledge, and that entrants have access to the same

technology as incumbents. If incumbents earn supernormal profit, firms can

engage in 'hit and run' entry, take the profit and leave without loss. Therefore,

even a monopolist or an oligopolist will set price equal to average cost and earn

only normal profit (limit pricing), and must produce at the lowest possible cost.

As the diagram shows, a traditional monopolist protected by barriers to entry

produces Q1 where MR = MC and charges P1, earning supernormal profit

(hatched). In a perfectly contestable market the threat of entry forces the firm

to produce Q2 at P2, where P = AC = MC, so it is allocatively and productively

efficient, the same outcome as perfect competition.

6

stemup.co.uk

https://stemup.co.uk


Question
number

The traditional models of firms' behaviour are perfect competition, monopolistic

competition, oligopoly and monopoly. All economic models need simplifying

assumptions so that behaviour can be analysed and predicted, so the question is

whether contestability is any less realistic than these.

There are strong arguments that the theory of contestable markets is no more

realistic. Its key assumptions are highly abstract. Sunk costs exist in almost

every real market: advertising, research and development and specialised capital

cannot be recovered on exit, which deters hit and run entry. In UK banking,

building a branch network, a trusted brand and IT systems involve large sunk

costs. Perfect knowledge is unrealistic, since incumbents know much more about

costs and customers than entrants. The model also assumes incumbents will not

react to entry, yet in reality they respond quickly with price cuts or predatory

pricing, so entry is not risk free, and it ignores collusion and externalities.

Baumol himself stated that 'perfectly contestable markets do not populate the

world of reality any more than perfectly competitive markets do'.

The evidence supports this. As the question says, despite the emergence of

online-only banks such as Monzo and Starling, crowdfunding and peer-to-peer

lending, the UK banking market is still dominated by a few big firms (Lloyds,

Barclays, NatWest and HSBC) earning significant supernormal profit at the

Costs and
revenue (£)

Quantity
0

D = ARMR

MC = AC

P1

Q1

P2

Q2

supernormal
profit (hatched)

contestable
outcome
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Question
number expense of customers. Customer inertia, brand loyalty and switching costs act as

barriers to entry that the model ignores. Critics also argue that the rationale

contestability gives for deregulation is flawed: deregulated markets, such as UK

banking in the run-up to the 2008 financial crisis, bus services and airlines,

have often seen consolidation, takeovers and inefficiency rather than the

efficient outcomes the theory predicts.

These economists argue that some traditional models are more realistic and more

useful for predicting the behaviour of modern firms. In particular, modern

theories of oligopoly, such as game theory and the kinked demand curve, take

account of interdependence and the potential for collusive behaviour. As the

diagram below shows, the kinked demand curve explains why oligopolists such as

the big banks keep prices stable at P1: rivals match price cuts (inelastic

demand below the kink) but not price rises (elastic demand above it), so there

is a gap in MR and costs can change from MC1 to MC2 without any change in

price or output. Instead, firms compete through non-price competition, which

matches what we observe in banking.

On the other hand, the traditional models also rest on unrealistic assumptions.

Perfect competition assumes many small firms, homogeneous products, perfect

knowledge and no barriers to entry, which describes almost no real market.

Costs and
revenue (£)

Quantity
0

MC1

MC2

D = AR
MR

P1

Q1

elastic

inelastic
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Question
number Monopoly is rare in its pure form, and the kinked demand curve does not explain

how the original price was set. Most traditional models also assume firms aim

to maximise profit, while many firms pursue sales or revenue maximisation or

satisficing because of the divorce of ownership and control. So the traditional

models are not obviously more realistic either.

The theory of contestable markets also has strengths that the traditional

models lack. It does not require specific assumptions about product homogeneity

or the number of firms in the industry, so it can explain why some highly

concentrated markets behave competitively. Market structure alone is not what

matters; what matters is the threat of entry. Globalisation, deregulation and

rapid technological change have made many markets more contestable: the

internet lowers sunk costs, as online-only banks need no branches, and

peer-to-peer lending and crowdfunding platforms offer customers alternatives to

the big banks. Even if these entrants have small market shares, the threat

they pose can restrain the big banks' prices.

There is also evidence that contestability brings benefits. The deregulation of

telecommunications and energy markets, and of airlines where low-cost carriers

such as Ryanair and easyJet entered by leasing aircraft (a cost that is not

sunk), led to lower prices and more choice for consumers. The theory also

continues to play a significant role in the decision making of the Competition

and Markets Authority, for example its Open Banking remedy, which made it

easier for new firms to enter banking. Businesses use it too, as incumbent

firms practise limit pricing to deter entry.

However, how useful the theory is depends on the degree of contestability.

Contestability is a matter of degree rather than all or nothing, and it depends

on the size of sunk costs and barriers in each market, the speed of incumbents'

reactions and the time scale, since a market may become more contestable over

time as technology changes. It also depends on the purpose of the model: no

model is meant to be a literal description of reality, but a framework or

benchmark for analysis.
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Question
number In conclusion, the theory of contestable markets is no more realistic than the

traditional models in terms of its assumptions: perfect contestability, like perfect

competition, does not exist, and UK banking shows that markets claimed to be

contestable can still be dominated by a few firms earning supernormal profit, so

deregulation based on contestability alone would be risky. However, realism of

assumptions is not the right test. The value of a model lies in its predictions,

and contestability explains things the traditional models cannot, such as why

concentrated markets can behave competitively and why lowering barriers to

entry benefits consumers. It is therefore best used alongside the traditional

models, especially oligopoly theory, as a tool for regulators and businesses rather

than as a replacement for them, so while the view is correct about realism, it

underestimates the usefulness of the theory.
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