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Contestability Theory and a Change
of Industrial Organization

Masahiko Komie

Abstract

Contestability propositon implies that the best or better allocation
of resources may be attained even in a natural monopolistic market
under the two conditions: (a) the entry into and exit out of the market
can be made with complete freedom and (b) the same conditions are
imposed upon firms entering and ones exiting.

The purpose of this paper is to consider the influence of contesta-
bility theory upon the theory of industrial organization. After the brief
overview of contestability proposition, chapter II surveys the theory of
industrial organization with special emphasis on structure-conduct-
performance paradigm. Chapter III argues contestability theory lacks
robustness in that the perfect satisfaction of the two conditions cannot
be attained in the real market. Chapter IV discusses the impact contest-
ability proposition has made on the theory of industrial organization in
two issues. The first issue is that it helped expand the definition of
natural monopoly to incorporate subadditivity of representative firm’s
cost function. The second is an important reevaluation of market con-
duct and adjusting the overemphasis made upon the market structure in

recent studies of economic policy.



