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a b s t r a c t

Liberalisation transforms market structures through the responses of incumbent firms and
entrants to freedom of choice. Market shares tend to turn more volatile, and the agility and
competitiveness of small, as against large, firms determine whether markets grow more
concentrated, or less. We analyse the way these processes played out in Indian manufac-
turing industries over the 17-year period from 1981, spanning the domestic liberalisation
of 1985 and the more comprehensive reforms of 1991. An observer looking at summary
measures of market concentration might conclude that not much happened under either
liberalisation episode. In fact, market share grew significantly more turbulent, and the rela-
tionship between market share-growth and initial share changed considerably. Domestic
and comprehensive liberalisation saw different types of course corrections in these pro-
cesses. But in both liberalisation episodes they tended to offset one another in their impact
on observed market concentration, which therefore, changed little.

© 2009 Elsevier B.V. All rights reserved.

1. Introduction

A key intended result of liberalisation is market selec-
tion – whereby efficient firms grow by investing to enhance
capabilities, productivity and quality, while less efficient
firms contract and exit. Will large firms or small respond
better to the freedom to grow? This will depend on the
best practice technology in each industry, as well as the
scope of liberalisation. Small firms, hitherto held back by
the costs of complying with or circumnavigating regulation,
may turn out to be more agile and successful in gaining mar-
ket shares in some industries. In others, particularly those
where sunk costs are high, unwinding regulations may per-
mit large firms to outrun the small. Growth responses will
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also depend on the scope of liberalisation. Limited domes-
tic liberalisation that frees domestic firms but shields them
from international competition may favour smaller firms.
Liberalisation of trade and foreign investment which sub-
jects domestic firms to international competition may be
harsher on smaller firms to the extent they are typically
resource constrained.

In any case liberalisation should bring about fiercer bat-
tles for market shares. Investments drawn by the new found
freedom should increase volatility in the configuration of
market shares. There may thus be a noisy flurry of activity
that follows liberalisation, but deeper, technology driven
patterns of adjustment, in terms of exit or contraction of
the inefficient, and entry and growth of the efficient, should
win through in time.

We analyse changes in market structure in the context
of significant policy shifts. The analysis of market struc-
ture in developed market economies has been based on
relatively mature industries. Patterns of change in such
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industries are likely to be different from those in dynamic
and fast growing industries in transitional economies.
Against this setting, we show that changes in market struc-
ture that appear sluggish may mask acute but offsetting
changes in constituent economic processes. This follows
from a decomposition of market concentration change into
two components – one due to turbulence (mobility of
firms’ market shares) and another due to the relationship
between initial market share and its change. Our decom-
position extends an earlier one by Davies and Geroski
(1997), and pins down the joint evolution of market share
turbulence and market share-growth for a full distribu-
tion indicator of concentration – the Hirschman-Herfindahl
Index.

Our analysis engages with the tension between the
Chandlerian (market leadership tends to persist) and the
Schumpeterian (leadership is transient) positions that has
been noted by Sutton (2007) in his analysis of the per-
sistence of leadership. These divergent forces are drivers
of market structure dynamics ‘. . .Changes in concentra-
tion occur slowly with high or low levels of concentration
persisting for relatively long periods of time. On the
other hand, . . .[it is common to find]. . .large changes
of shares. . .sometimes occur over short periods of time
among the group of leading firms.” (Davies and Geroski,
1997, p. 383). The intuition is obvious: when market shares
of firms change, some of the changes offset each other in
the calculation of concentration, for example, if firms trade
places in share rankings. This will leave market concentra-
tion unchanged in spite of significant mobility within the
industry. Which aspect captures the true picture of com-
petitive rivalry?1

Liberalisation episodes, when competitive rivalry
increases, are suitable contexts to revisit this question.
Using data from an interesting period in India, we use a
simple decomposition to examine how changes in market
concentration were determined: on the one hand, by
market share turbulence, and on the other, by the degree
to which large (or small) firms gained market shares sys-
tematically. We examine these distinct elements of market
structure change in the context of two reform episodes. The
first, dated 1985–1986, involved limited domestic reforms.
In contrast, the reforms of 1991 were far reaching and
encompassed substantial opening up to the international
economy. We look at the growth market shares of medium
and large firms in a set of 83 manufacturing industries
(SIC 3 digit level) over the period 1981–1997, and examine
the impact of the different types of shocks to the business
environment in 1985–1986 and 1991.

The main features of the two phases of liberalisation
are outlined in the next section. In Section 3 we set out
a framework for our analysis and review issues in mar-
ket structure dynamics. Section 4 describes the data and
provides a preliminary characterisation of the variables of

1 They used a framework that combined market concentration and mar-
ket share turbulence in order to determine which of the two stylised facts
captured the true picture of competitive rivalry. For the UK they anal-
ysed how the dynamics of market shares of largest firms feed into the
concentration ratio (Cr5).

interest. Section 5 sets out our econometric model. The
results are discussed in Section 6, with an assessment of the
dynamics of the components of market structure change, in
relation to each other and to their total. Section 7 concludes.

2. Background

2.1. Liberalisation in India: 1985 and 1991

Till the mid 1980s India followed a strategy of planned
economic development based on import substitution. The
1951 Industrial Development Regulation Act had set out the
basic cast and machinery of industrial policy. This involved
a comprehensive control over the direction and volume of
investment through licenses, a large public sector, and for-
eign exchange controls. Planned import substitution tilted
investment flows initially towards heavy and capital goods
industries and later towards chemicals, petroleum and
durable consumer goods. It is now universally accepted that
this highly regulated and protectionist regime spawned
a sluggish and high cost manufacturing system that was
also dynamically inefficient (Bhagwati and Desai, 1970;
Bhagwati and Srinivasan, 1975; Ahluwalia, 1985).

In 1985, the Rajiv Gandhi administration (1984–1991)
crystallised the logic for trimming the regulatory system
in an effort to rejuvenate industry. These reforms, collec-
tively termed the New Economic Plan, and characterised
as liberalisation by stealth, eased entry and expansion
of incumbent firms by removing licence requirements
over capacity expansion for many classes of firms: firms
with assets below a moderate threshold; those located
in “backward” areas; firms in scale-critical industries, and
firms that were “modernising”. Modernisation was encour-
aged through relaxing controls on the import of capital
equipment and technical know-how. Licenses were “broad-
banded” to allow enterprises to adjust their product mixes
more easily to changing market conditions. There was
some relaxation of the restrictions on “monopoly houses”
if their expansion was in “priority industries” (Government
of India, 1985–1986; Srivastava, 1996). While these initia-
tives increased the freedom of incumbent firms to expand,
they were less effective in encouraging entry. We might
expect freer play of rivalry among incumbents in the period
following these reforms. It is likely that among the incum-
bents, the smaller benefited more from the removal of
many restraints.

The second phase of reforms, which was part of the
substantial structural adjustment programme of 1991, was
more radical. New industrial policy lifted the rules of invest-
ment licensing. Restrictions on expansion by monopoly
houses were relaxed, rules of foreign investment relaxed,
and sectors reserved for the public sector were thrown open
to private sector entry and competition.2 Procedures for
foreign direct investment were simplified and trade tar-

2 However, some sectors continued to be reserved for small-scale enter-
prises. The government accepted the need for redundancies, and began a
process of withdrawal from involvement in employer–employee negoti-
ations, but few significant steps were taken towards the removing exit
barriers.



https://isiarticles.com/article/19745

