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Summary 

Entry of firms into a market is an important mechanism in the economy. Entrants have 
an equilibrating function. Firms will enter the market if the profit level is above the 
long-run competitive level. As a result of entry, the profit level will decrease to the long-

run competitive level. Entrants are also important agents of change. Firms with new 
ideas or production processes will enter the market. Thus these two effects of entry 
contribute to allocative as well as to dynamic efficiency in the market. However, several 
mechanisms can prevent firms from entering the market. In other words, there can be 
barriers to entry that harm the allocative and dynamic efficiency and are therefore det-
rimental for industry dynamics and economic welfare. From this perspective, it is clear 

that lowering barriers to entry or preventing that these barriers are created is an impor-
tant issue in competition policy. 
In this report, we identify different barriers to entry and discuss the mechanisms behind 
these barriers. The central research question is: 
 

Which barriers to entry exist, how do they work and to what extent is the 

mechanism influenced by the size of the (potential) entrant? 
 
The report is based on two different literature traditions, industrial organisation and 
strategic management.  
Barriers to entry in the industrial-organisation literature go back to Bain (1956). He fo-
cused on the consequences of the barriers to entry, i.e. a higher price than the price 

hypothetically attributed to long-run equilibrium in pure competition. If the most effi-
cient entrant of all potential entrants cannot enter the market then there is said to be a 
barrier to entry. The barriers are based on structural aspects of the market and behav-
iour of the incumbents to influence the conditions of entry. The structural conditions 
permit incumbents to raise the price above the minimum average cost of potential en-
trants. 

A slightly different perspective in the industrial-organisation literature (Chicago school) 
is to look at the costs that must be borne by an entrant to a market that need not to be 
borne by an incumbent already operating in the market (asymmetry of costs). This im-
plies that the incumbents and entrants are not equally efficient after the costs of enter-
ing are taken into account (i.e., the conditions for entering for the incumbents were 
less difficult than for later entrants). 

 
In strategic-management literature, one tries to explain (and prescribe) the behaviour of 
individual companies that pursue maximal profit and other organisational goals. In pur-
suing these goals, companies interact with their environment (competitors, stake-
holders, government, etc). This interaction influences the final profit of the individual 
company and industry as a whole. There are different strategies and tactics that com-

panies can use to sustain their position. Examples of these strategies and tactics are 
raising structural barriers (e.g., blocking access to distribution channels) and increasing 
expectations about retaliation (signal commitment to defend). An important author in 
this line of thinking is Porter (1980, 1985). 
 
Based on the two literature traditions, we identified 37 distinct barriers to entry. For 

each barrier, we give a short description in which the mechanism how the barrier works 
is discussed. There is a discussion on the possible size effect related to the barrier, the 
sustainability of the barrier (what can the incumbent do to sustain the barrier and the 
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entrant to avoid the barrier). Finally, we discuss for each barrier if they are related to 
other barriers and how they are measured in empirical studies.  

The report is ended with a synthesis in which the barriers are evaluated on the impact 
of size on the barrier and to what extent the barriers can be influenced by SMEs, large 
enterprises or the government. It proves that especially incumbents and the government 
can influence a lot of barriers to entry. SMEs are to a larger extent than large firms in-
fluenced by the existence of barriers to entry. 
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1 Introduction 

According to the traditional view in industrial organisation (IO), a level of profitability in 
excess of equilibrium induces entry into an industry. First, new entrants provide an 
equilibrating function in the market; the levels of profitability and prices are restored to 
their long-run competitive levels. Second, entrants are viewed as agents of change 
(Audretsch, 2001). The threat of entry forces existing companies to introduce new 

products and processes. In this perspective, small firms are not founded to be smaller 
clones of big firms but they serve as agents of change through innovative activities. As 
a result, entrants are important because of their disequilibrating influence as well 
(Audretsch and Mata, 1995). Hence, they play an important role in the dynamics of 
markets and competition. 
 

Given both arguments, entry is viewed as important for the dynamics of an industry. If 
barriers to entry exist, this is detrimental for industry dynamics and economic welfare. 
Therefore, lowering barriers to entry or preventing that these barriers are created is an 
important issue in competition policy. A reduction in barriers to entry is currently per-
ceived as one of the main objectives (rather than as a means) of competition policy 
(Burke and To, 2001). 

 
Entry can take different forms, a green-field firm (start-ups), an existing company that 
enters a new industry (a new plant), an existing company that buys an existing plant, an 
existing company that adjust its existing product mix and a foreign company that enters 
the market with one of the previous four forms (Geroski, 1991). From a competition 
perspective, the British competition authority (Office of Fair Trading, OFT) has defined 

new entry as ‘a situation in which both a new undertaking is established in the industry 
and that new productive capacity is set up in that industry’ (OFT, 1999), narrowing the 
perspective of Geroski on entry forms. One may expect that barriers to entry differ for 
the various forms of entry. For instance, it will be easier for an existing big company to 
finance the required investments to enter a new market than it is for a new start-up. 
One may also expect that firms of different sizes will face different barriers to entry. Big 

companies can overcome certain barriers to entry much easier (e.g., economies of scale) 
and they may be able to influence the competitive positions in an industry to a greater 
extent than smaller companies can. Small companies are often the first and most di-
rectly affected by the harm caused by price fixers and market allocators or anti-
competitive behaviour of incumbents1 (Golodner, 2001).  

The size of the entry (in terms of new production capacity) influences the consequences 

for the incumbent. Incumbents might allow small entrants or fringe companies in the 
market in order to keep bigger competitors out of the market. If an entrant enters with 
a large production capacity, it poses a serious threat to the incumbents. In such circum-
stances, incumbents are more likely to react aggressively to the entrant, for example by 
lowering their prices. Therefore, the size of the (potential) entrant is expected to influ-
ence the reaction of the incumbents. 

Barriers to entry have an effect on the entry decision of potential entrants as well. If the 
barriers to entry are too high, small firms or start-ups might decide not to enter the 
market. This might have a negative effect on competition and on the dynamics of the 
market, and might result in high prices and/or low quality and innovation. The purpose 

 

1
 In this report, existing companies within the target industry are mostly referred to as ‘incumbents’. 
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of this study is to identify and describe all possible barriers to entry and their potential 
effects on competition. We shall study the topic of barriers to entry with a special focus 

on the difference between SMEs and large firms and the effects on the dynamics of the 
market. One might expect that certain market characteristics pose higher barriers to en-
try for small entrants, while large entrants are less affected (Bais, 1998; Kleiweg and 
Van der Zeijden, 1997). Furthermore, incumbents may react differently to small-scale 
entrants compared to large-scale entrants.  
 

This leads to the following research questions: 
1 What is a barrier to entry? 
2 Which barriers to entry exist? 
3 How do barriers to entry work (economic processes/mechanisms behind the barriers 

to entry)? 
4 What differences exist between SMEs and large firms concerning barriers to entry? 

5 Which contextual variables influence the existence of barriers to entry (technology, 
MES, stage industry)? 

6 How are the barriers to entry measured in empirical studies? 
 
This study provides a kind of reference book on the topic of barriers to entry. The study 
can be used by policy makers or competition authorities to evaluate competition in mar-

kets or competition cases. The study provides a comprehensive overview of barriers to 
entry, the rationale and mechanisms behind these barriers to entry and indicators how 
these barriers to entry may be measured in an empirical setting. There will be a special 
focus on the relation between barriers to entry and potential size effects. In chapter 2, 
the literature on barriers to entry is discussed. Two streams of literature are reviewed: 
industrial organisation and strategic management. Based on both streams of literature, 

several barriers to entry are identified. These barriers to entry are described and 
discussed in chapter 3. Chapter 4 ends this report with conclusions and some remarks. 
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2 Literature on barriers to entry 

The entry into markets - and thus the barriers to entry that exist within those markets - 
can both be viewed from the perspective of the entering firm and from the perspective 
of incumbent firms. Entering firms will assess their opportunities and threats by analys-
ing the market structure and potential reactions of the incumbent firms. This is neces-
sary because the target market could be very unattractive for new companies to enter. 

For example, an overcapacity of production facilities could exist, or the target market 
could face a declining number of customers. In economic literature, the scientific study-
ing of market structures is mostly referred to as the industrial organisation of markets 
(structure-conduct-performance paradigm). A review of the barriers to entry from the 
perspective of the industrial-organisation literature is one of the approaches of this 
study. 

 
On the other hand, the incumbents might try to prevent other firms from entering their 
markets and consuming their profits, by using a diverse scope of mechanisms. The unit 
of analysis in this perspective is the individual company and what the company can do 
to maintain or enhance its profitability. For example, the company could raise barriers 
to entry by developing unique resources that are hard to imitate. If other incumbents or 

new entrants cannot make the same offer to the customers (because they do not have 
that unique resource), the company can ask a higher price and earn an above-normal 
return. The (long-term) strategic plans and actions of firms that are trying to shape their 
own competitive environment is known as strategic management. By using various stra-
tegic-management tools, companies can make it unattractive or even impossible for 
other firms to enter their market, thus creating barriers to entry. The second approach 

that we shall use to analyse the barriers to entry is to study the strategic-management 
literature1 (see also Yip, 1982). Also the industrial-organisation literature deals with stra-

tegic behaviour of incumbents and entry deterrence. 
As both fields of literature sometimes use or are based on the same sources, they may 
partly overlap. Because both literature streams have a different perspective and devel-
oped differently, it is interesting to review both streams in this exploratory study. 

2.1 Industrial organisation on barriers to entry 

Industrial organisation is very influential in the field of regulation and competition pol-
icy. Within this literature stream, the concept of barriers to entry attracts an increasing 
interest, both among policy makers and in the academic world. In competition cases, 

the analysis of barriers to entry seems to replace or supplement the strict focus on mar-
ket shares. Barriers to entry have to become a central concept in studying the market 
definition and market power in competition cases (CPB, 2000). 
 

Contes tabi l i ty  of  the market  as  a  benchmark 
The theory on contestable markets (Baumol et al., 1982) is often used as a benchmark 
in studies on the effect of barriers to entry on market performance. A perfectly contest-

able market can be seen as one of the extremes on a continuum of all possible markets. 

 

1
 The choice for industrial-organisation and strategic-management literature as sources of independ-
ent entry variables was made earlier by Harrigan (1983). 
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Baumol et al. (1982, as cited in Geroski et al., 1990: 3/4) define a ‘perfectly contestable 
market’ as ‘a market in which a necessary condition for an equilibrium outcome is that 

no firm can enter taking prices as given and earn strictly positive profits using the same 
technology as existing firms’. In a perfectly competitive market, entrants can and will 
enter to take advantages of even transient profit opportunities at current prices. This 
behaviour is most reasonable when the costs of entry are completely reversible so that 
there are no capital losses in the event of exit. If these conditions are satisfied, a per-
fectly contestable market mirrors a competitive environment in which entry and exit are 

frictionless and barriers to entry and exit are non-existent. This will result in a situation 
in which prices are set to marginal costs. In the case of a natural monopoly, potential 
competition ensures that the behaviour of the monopolists is restricted so that total 
revenues are not more than total costs.  
There are, however, some critiques on the assumptions underlying the theory of perfect 
contestability (e.g., capital mobility). Especially the assumption that entry is perfectly 

reversible is questioned.  
At the other extreme of the continuum is the assumption that even if sunk costs are 
very small, the hit-and-run entry assumption of the contestable market theory does not 
work perfectly anymore and monopoly behaviour and pricing above competitive levels 
are possible. This is especially relevant if incumbents react rapidly and aggressively on 
entrants. 

In between are different views on the effects of barriers to entry and the effect on in-
dustry performance. Two important perspectives are the structuralist perspective (Bain, 
1956) and the Chicago school (Stigler, 1968). The structuralist school argues that the 
efficacy of potential competition depends on determinants of the conditions of entry 
such as economies of scale, technological advantages, absolute cost advantages, etc. 
The barriers to entry have basically a structural basis, although the conditions of entry 

can often also be influenced by behaviour of the incumbents. The Chicago school ar-
gues that market concentration reflects the differential efficiencies of established firms 
and that barriers to entry mostly arise from restrictions in market conduct imposed by 
government.  
 

Barr ie rs  to entry  in  a  s t ructura l i s t  perspect i ve  
Bain (1956) introduced the concept of ‘barriers to new competition’ as a collective noun 

for the structural characteristics in a given industry that may pose conditions adverse to 
market entry for potential competitors. The efficacy of potential competition depends 
on determinants of the conditions of entry such as economies of scale, technological 
advantages, absolute cost advantages, etc. Moreover, incumbents can actively influence 
the conditions of entry. The key implication of this work is that the construction of such 
entry-deterrent mechanisms can aid existing companies in limiting the number of com-

petitors and the intensity of competition in their respective industries. Barriers to new 
competition, or barriers to entry, therefore enable them to become the exclusive bene-
ficiaries to supernormal long-term industry profits (Han, Kim and Kim, 2001). 
Bain (1956: 3) defined barriers to entry as: ‘the advantage of established sellers in an 
industry over potential entrant sellers, their advantages being reflected in the extent to 
which established sellers can persistently raise their prices above a competitive level 

without attracting new firms to enter the industry’. In his definition, Bain focused on 
the consequences of barriers to entry, i.e. a higher price than the price hypothetically 
attributed to long-run equilibrium in pure competition. As a consequence, the general 
thought is that industries with high barriers to entry will have a higher return than in-
dustries with low barriers to entry. This way of thinking about barriers to entry is rooted 
in limit-price models of oligopoly. 
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The height of the barriers to entry is measured by the difference in profits between the 
incumbent firms and the entrant. It is argued that a barrier to entry exists if an entrant 

cannot achieve the profit levels post-entry that the incumbents enjoyed prior to its arri-
val. In a more formal way, this idea can be formulated as follows:  
Let Π i (x1

*, ... xn

* ) be incumbent i’s profit when incumbent firms i = 1, ..., n operate at 
the pre-entry output xi

*, and let Πe (x1

**, ... xn

**, xe

** ) be the profit of an entrant at the 
post-entry output xi

** and xe

**. Then entry is deterred if Πe <0. The height of the barriers 
to entry for the industry is Π i - max [Πe,0], the level of profits that can be sustained 

against entry in perpetuity (Geroski et al., 1990: 7). 
To study the effects and the height of the barriers to entry, one focuses on the most 
advantaged potential entrant instead of actual entrants. Implicitly, there is the assump-
tion that there is a pool of potential entrants who will enter and that the most efficient 
or favoured entrant will enter first. If one finds that such an entrant cannot do as well 
as the incumbent was doing, then a barrier is said to exist. 

 

Barr iers  to  entry  in  the  Chicago School  
Others have defined barriers to entry slightly differently focussing on the extra costs an 
entrant has over the incumbents. Stigler (1968: 67) defined barriers to entry as: ‘a cost 
of producing (at some or every rate of output) which must be borne by a firm which 
seeks to enter an industry but is not borne by firms already in the industry’. OFT (1999: 
10) defines barriers to entry as ‘the cost that must be borne by an undertaking entering 

a market that does not need to be borne by an incumbent undertaking already operat-
ing in the market’. The emphasis in both definitions is on the asymmetry of costs be-
tween incumbents and potential entrants.  
In this perspective, the height of the barrier to entry is calculated as Ce (x) - Ci (x). The 
difference with the structuralist school of Bain is that the Chicago school focuses on the 
post-entry difference between the entrant and the incumbent. According to the Chi-

cago School, there is a barrier to entry if the conditions of entry for the incumbents 
were less difficult than for the new entrants. The incumbents and the new entrants are 
not equally efficient after the costs of entering are taken into account. For instance, the 
entrant has to overcome more consumer resistance than did the incumbent (e.g., 
switching costs or brand loyalty). The structuralist school compares the pre-entry situa-
tion with the post-entry situation and focuses on structural conditions that permit in-

cumbents to raise the price above the minimum average cost of potential entrants.  
 
The practical distinction between the two definitions lies in the way economies of scales 
are treated as a barrier to entry. In Bain’s definition, economies of scale are a barrier to 
entry because entry will lead to a price reduction and the post-entry profits are likely to 
be lower than the incumbents’ pre-entry profits. In the Stigler definition, scale econo-

mies do not represent a barrier to entry if they imply penalties from sub-optimal levels 
of production that are the same for the incumbents and the entrant. If the entrant pro-
duces at a lower output level, this might be the consequence of demand conditions (in-
adequate demand) and not a result of barriers to entry. If entrants have access to the 
same cost curve, economies of scale do not constitute a barrier to entry. 
 

Should we  worry  about  barr i e rs  to  entry? A normati ve  perspect i ve  on 
ba rr iers  to  entry  

The previous sections don’t explain whether barriers to entry are good or bad. It is more 
or less commonly held that a reduction in barriers to entry and exit to an industry can-

not retard market performance. A reduction in barriers to entry is either expected to 
cause a fall in market price or at the very least have no effect. Therefore, there is a ten-
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dency in government policy to lower barriers to entry. However, it is not necessary that 
barriers to entry are detrimental to economic welfare1. 

Von Weizsacker (1980) included a normative perspective in the definition of Stigler. He 
defined barriers to entry as ‘a cost of producing (at some or every rate of output) which 
must be borne by firms which seek to enter an industry but is not borne by firms al-
ready in the industry, and which implies a distortion in the use of economic resources 
from a social point of view’ (Geroski et al., 1990: 10). The fact that entrants bear costs 
that incumbents don’t bear is not relevant. This only becomes relevant if a cost asym-

metry is attended with the distortion in the allocation of resources. This implies that 
from a social point of view, some barriers to entry might be desirable (especially if an 
activity creates positive externalities). If an activity creates positive externalities and can-
not be sufficiently protected (e.g., innovation) there might be too few resources attrib-
uted to that activity. In that case, entry has to be deterred to such an extent that prod-
uct prices and rate of technological innovations result in an optimal combination. In this 

perspective, a trade-off between static and dynamic efficiency has to be made. Demsetz 
(1982) extended this view by stating that what is called a barrier to entry is an endoge-
nous response to consumers’ preferences (role externalities, information and transaction 
cost should be taken into account). For example, the number of brands may be re-
stricted by the consumers’ ability to evaluate alternatives. Therefore, studying barriers to 
entry should not focus on financial consequences (cost positions) only, but should also 

take real-world frictions into account (e.g., information is not free and with the evalua-
tion of alternatives costs are involved). This implies that information asymmetry, access 
to distribution channels and reputation can also be barriers to entry. 
 
Because evaluating the welfare effect of barriers to entry is very complicated, a two-
step approach is suggested (Geroski et al., 1990). First, identify barriers to entry and 

measure their heights and then evaluate their consequences for welfare. This analysis 
should be complemented by analysing the strategic behaviour of incumbents. 
 

Prac t i cal  argument fo r  ‘des i rab le ’  barr ie rs  to  entry  
A practical argument for a ‘desirable’ barrier to entry is given by Harrigan (1983). She 
states that ‘high barriers to entry are a necessary but not sufficient condition for long-
term industry profitability. High barriers to entry are necessary because without them 

plant expansions (a strategic investment which is difficult to reverse) could rapidly out-
pace demand. The pressures created by under-utilised plant capacities could precipitate 
price wars which may drive out some firms (...) but will ruin profit margins for all’ (Har-
rigan, 1983). 
In some cases, it is socially optimal if small firms do not enter a market (Geroski, 1991), 
especially if there are scale economies or economies of scope. For instance, the market 

can only sustain one firm if minimum scale efficiency is bigger than market demand. In 
this case, the existence of a barrier to entry might be desirable and entry, from a wel-
fare perspective, might even be forbidden by law unless there is an argument to allow 
‘destructive competition’. 
Burke and To (2001) argue that lowering barriers to entry can also have negative effects 
on market performance (i.e., less firm rivalry or a higher market price). This is especially 

the case if the only entry threat is from the incumbent’s employees. In such a situation, 
a reduction in barriers to entry may result in increased salaries rather than an increase in 
actual entry. That is, the incentive to leave the company and start a new firm (expected 

 

1
 A good example is patents. Patents are created to stimulate innovation (dynamic efficiency) but can 
also act as a barrier to entry. 
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profit earned in an own company) should be higher as a result of the higher salary. This 
raises the barrier to start a company. Over a longer time period, reductions in barriers to 

entry may cause firms to limit their number of employees, knowing that the subsequent 
threat of entry will translate into increased salaries. In this case, reductions in barriers to 
entry cause lower output and higher prices. The potential entrants (employees) are of-
fered a part of the monopoly profit as an incentive not to enter the market. Conversely, 
firms may create barriers to entry to create monopolistic power (usual argument), but 
also to reduce labour costs (lower salaries/share monopoly profit because entry is not 

attractive because of the barriers to entry). 
 

The rel at i ve  importance of  ba rr iers  to  entry  versus  barr iers  to  grow 
Barriers to grow may be more important for market performance than barriers to entry 
per se. Geroski (1995) argues that structural characteristics apparently do not pose a 
great barrier to entry; they may, in fact, have a greater impact on the likelihood of sur-
vival. The post-entry performance of entrants may have more effect on the process of 

industry evolution than entry itself. The importance of post-entry performance is con-
firmed by Baldwin and Rafiquzzaman (1995). They found that new start-ups have la-
bour costs relative to incumbent firms that exceed their relative productivity by far. 
Therefore, surviving firms have to grow over time, their productivity has to grow at a 
faster rate than wages increase. This results in an increase in profitability over time. 
Thus new firms tend to be confronted with a cost disadvantage that can only be over-

come by growing and achieving a greater rate of productivity. Therefore, for under-
standing industry dynamics and competition, it is important to look at the possibilities 
to grow as well. However, in this study we shall only focus on the barriers to entry and 
not the barriers to grow. 
 

How bar r i ers  to  ent ry  work 
To discuss the mechanism of barriers to entry, one needs to distinguish two types of 
entry: small-scale and large-scale entry. In case of small-scale entry, the output the en-
trant brings to the market is relatively small and does not influence market price. For 

small-scale entry, cost advantages of the incumbent are important. The incumbents’ 
cost advantage can be based on various aspects like better resources, economies of 
scope, etc. These aspects will be discussed in more detail in chapter 3. Because the 
costs of the entrant are higher, also the average costs of the entrant will be higher. As a 
result, the incumbent can raise its price by reducing output. The price can be raised till 
it equals the most efficient (with the lowest average costs) potential entrant. If the in-

cumbent increases the price above the average costs of the entrant, the entrant will en-
ter the market. In case of actual entry, the incumbents are assumed to calculate their 
residual demand, given the entrants’ supply curves, and then act as to maximise their 
own profit (Dixit, 1979). The incumbents act as Stackelberg leaders.  
To prevent entry, incumbents can decide to set the price at or just below the limit price 
or above the limit price. This decision is influenced by the speed of entry. If the reaction 

time of the entrant is short, the price should be set at the average costs of the entrant 
(limit price). If the reaction time is sufficiently long, the incumbent faces a trade-off. The 
incumbent can set the price above the limit price and earns larger profit in the short 
run. Long-term profits will fall because of entry. The optimal price setting depends on 
the speed of entry and discount rate. If the discount rate is higher, the more likely it is 
that the incumbent sets it price above the limit price (current profits are valued higher 

than future profits). The barriers to entry are presented in figure 1.  
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figure 1 The working of barriers to entry (absolute cost advantage) 

 

 

 

 Where P = price, D = demand, AC = average costs, MAC = minimum average costs, I = incumbent, 

and e = entrant. Pl is the limit price that results in above-normal profits. 

 Source: Van Witteloostuijn, 1986. 

The mechanism works slightly different if there is large-scale entry. In this case, the po-
tential entrants acknowledge that large-scale entry reduces market price (significant ex-

tra output). In their decision, the entrants look at the post-entry market price. The post-
entry price is expected to be lower than the pre-entry price because the market has to 
absorb the extra capacity and this is only possible if the price is reduced. As a result, 
even though the entrant’s cost may be just as low as the incumbent’s, and even though 
the pre-entry price exceeds the entrant’s full expected unit costs, the post-entry price 
may fall below that cost, and entry will prove to be unprofitable. The fact that entry re-

duces price, enables incumbents to set prices above minimum average costs, even if 
they do not have an absolute cost advantage.  
The amount to which price falls depends on the post-entry and pre-entry output. And 
this is dependent on the reaction of the incumbent. Incumbents can reduce their own 
output and accommodate entry. On the other hand, they can also hold their output 
constant or even increase it to make entry as difficult as possible. Therefore, to study 

the effect of entry, assumptions about the reactions of the incumbents have to be 
made. In these situations, game-theoretic tools are often used. An important assump-
tion is the Sylos postulate. This postulate implies that: ‘potential entrants behave as 
though they expected existing firms to adopt the policy most unfavourable to them, 
namely, the policy of maintaining output while reducing the price (or accepting reduc-
tions) to the extent required to enforce such an output policy’ (Modigliani, 1958: 217). 

This implies that entrants a priori assume that incumbents set their limit prices such that 
entry is precluded (or at least the rate of entry is retarded; Kamien and Schwartz, 1971). 
The Sylos postulate assumes a certain degree of collusion between the incumbents 
(necessary for the setting of limit prices by all incumbents) and ignores strategic interac-
tions between the entrant and incumbents. 
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To clarify the working of limit-pricing in case of large-scale entry, see figure 2. Suppose 
that the incumbents produce S. If the entrant enters at the minimum optimal scale 

(MOS), market output equals S’, Price falls from P to P’, the minimum average cost level 
(MAC). Entrants can also enter on a lower scale than the MOS. Since the incumbents 
produce S, the entrant’s demand curve can be considered as AB. If the entrants average 
cost curve is ac, than entry is profitable. When the cost curve (ac’) is no longer below 
the demand curve, entry is deterred. P’’ is the entry deterring price level for entrants 
with cost curve ac’, and S’’ is the entry deterrence output.  

figure 2  Limit-pricing in case of large-scale entry 

 

 

 
The degree to which the limit price approaches marginal and average costs depends on 
elasticity of demand, market size and economies of scale. The limit price falls when 
elasticity of demand and market size increase. The limit price rises when economies of 
scale become more important. 
There can be three situations of impeded entry. If the optimal output of incumbents 
(without regard to the threat of entrants) is sufficient to make entry unprofitable, one 
speaks of blockaded entry (the incumbents optimal output exceeds the limit output). 
Impeded entry is effective when the incumbent earns higher profit by choosing an out-
put at which entry is prevented. In other situations, impeded entry is ineffective. 
Whether the entry deterrence is effective or not, depends on the credibility of the 
threats and commitments of the incumbent. The effectiveness of entry deterrence can 
be studied by game theory. Threats and commitments take the same form: If you take 
action X, I shall take action Y, which will make you regret X. A threat is characterised by 
the fact that the incumbent has no incentive to carry out action Y either before of after 
action X. The distinguishing fact for a commitment is that once action X has occurred, it 
is in the actor’s self-interest to take action Y (Eaton and Lipsey, 1980). In a multi-period 
game, a threat may become a commitment if the incumbent can build a reputation of 
retaliation (potential entrants base their expectations upon past behaviour). 
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The small-scale barriers to entry are more or less based on structural barriers to entry 
that provide the incumbents a cost advantage. In the large-scale barriers to entry, en-

dogenous barriers become more important, i.e. barriers to entry created due to pur-
poseful action of the incumbents. Especially these barriers can be problematic as they 
are created to deter entry. As a result of the behaviour of the incumbents, they can 
raise their prices above the competitive level. Bain recognises that the extent to which 
prices are set above a competitive level without attracting new firms, also depends on:  
1 The time lag between the decision of entry and actual entry 

2 Elasticity of demand 
3 Degree of collusion among incumbent firms 
4 Conjectures of incumbent firms and potential entrants with respect to post-entry 

behaviour (price and quantity reaction). 
 
To illustrate the first point: normally, one expects that the post-entry price is lower than 

the pre-entry price. However, a pre-entry price may also increase on the short run with 
a lowering of the barriers to entry when the incumbents realise that there is a positive 
time lag between a rival’s decision to enter and his appearance as an effective competi-
tor (De Bondt, 1978). In this time period, the incumbents can earn extra revenue. 
 

The s t rateg ic  use of  ba rr iers  to  entry  by i ncumbents  and the e f fect  on 
economic  we l fare  

An incumbent may create barriers to entry in various ways (Van Witteloostuijn, 1986)1. 

The incumbent may succeed in raising the (minimum average) cost of potential en-
trants, the incumbent may reduce its own (minimum average) costs, or may increase the 
costs of the entrant as well as their own costs, but the increase in the entrant’s cost is 
bigger than the increase in its own costs. This leads to nine possibilities of creating (rais-
ing), destroying (lowering) or maintaining (the height of) the barriers to entry (see table 
1). 

table 1 The relationship between incumbents' and entrants' cost 

 

Raising potential 

entrants’ costs 

Lower potential 

entrants’ cost 

Do not influence 

potential entrants’ 

costs 

Raise incumbents’ costs 1 2 3 

Lower incumbents’ costs 4 5 6 

Do not influence incumbents’ costs 7 8 9 

 Source: Van Witteloostuijn, 1986: 15. 

In situations 4, 6 and 7, barriers to entry are created or raised, in situations 2, 3, and 8, 

barriers to entry are destroyed or lowered. In case of situations 1 and 5, the height of 
the barriers to entry may be lowered, raised or maintained dependent on the effect of 
the activities on the relative cost positions of the incumbent and potential entrant. In 
situation 9, the barriers to entry are maintained at the same level. 
 
To give an example of situation 7, an incumbent may create barriers to entry for the po-

tential entrant by closing exclusive dealings with retailers. The costs of the entrant are 

 

1
 The focus here is on the financial consequences of the strategic behaviour of the incumbent for the 
entrants. The strategic behaviour can also have non-financial aspects. 
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increased by this activity, whereas the costs of the incumbent are hardly influenced 
(perhaps somewhat higher because of extra negotiations or compensations). In situation 

6, the incumbent can reduce its own (minimum average) costs without influencing the 
costs of the entrant, e.g. by means of introducing new (more efficient) production tech-
niques. In situation 1, an incumbent raises the costs of itself as well as the costs of the 
potential entrant. It is only interesting for the incumbent to do this if the costs of the 
potential entrant rise more than the own costs. For example, a national advertising 
campaign is cheaper for the incumbent than the entrant (the incumbent has a bigger 

market share). From a welfare-theoretical perspective, raising the level of costs repre-
sents a decline in welfare.  
 

Conc lus ion 
In this section, we have discussed some issues on barriers to entry from an industrial-
organisation perspective. There appear to be two different perspectives, one focussing 
on the (cost) advantages of the incumbents over the entrant that is reflected in prices 

that are persistently above the competitive level without attracting entrants (Bain, limit-
pricing). The other perspective (Stigler) focuses on the costs of producing which must 
be borne by entrants but are not borne by firms already in the market. Both perspec-
tives are rooted in the industrial-organisation literature. In this literature stream, the fo-
cus is on structural aspects of the industry and possible reactions of incumbents to it. 
The possible result is an above-normal profit.  

There is also another literature stream, i.e. strategic-management literature. This stream 
of literature starts from a management perspective, what can a company do to create 
an above-normal profit. This stream of literature focuses more on the purposeful ac-
tions of companies and will be discussed in the next section. 

2.2 Strategic-management literature 

In this section, we shall approach the subject of barriers to entry from the point of view 
of strategic management. First, we shall give a short overview of the field of strategic 
management, then we shall treat the subject of strategic responses to entry. This chap-
ter will be concluded with an overview of barriers to entry from the strategic-
management literature. 

2.2.1 Introduct ion into the aims and issues of strategic  management  

Building on industrial-organisation literature, strategic-management literature and lit-

erature on entrepreneurship suggest that barriers to entry are key aspects that impact 
the business performance (Robinson et al., 2001). While the industrial-organisation (IO) 
approach focuses on the (mainly financial) disadvantages that potential entrants face 
compared to established companies, strategic management (SM) is the field of science 
that tries to explain (and prescribe) the behaviour of individual companies that pursue 
maximal profit or other organisational goals. The unit of analysis is the individual com-

pany. 
 
These individual companies do not function in a vacuum, however, and in trying to 
reach their goals companies need a clear focus on the increasingly dynamic environ-
ment. The relationship between a company and its environment is a two-way interac-
tion: the environment functions as a framework within which the company acts, but the 

environment is also affected by the company’s acting.  
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At the macro level, social, economic, political and technological developments play an 
important role. Changes in the social, economic, political (= legal) or technological envi-

ronment implicate a change in the competitive position of a company. 
 
At the meso level (= industry level), the relevant external environment of a company 
consists of five ‘forces’ that shape the competitive arena in which a firm operates (Por-
ter, 1980, 1985). These forces make up the legal and social framework within which 
competition takes place (see figure 3). These five forces are: 

1 Intensity of the rivalry within the industry 
2 Bargaining power of suppliers 
3 Bargaining power of buyers 
4 Threat of substitutes 
5 Threat of new entrants. 
 

According to Porter (1985, p. 7), ‘Firms, through their strategies, can influence the five 
forces. If a firm can shape structure, it can fundamentally change an industry’s attrac-
tiveness for better or for worse.’ In other words: through their strategies, firms can in-
fluence the intensity of rivalry within the industry, they can influence the bargaining 
power of buyers and suppliers, and they can influence the threat of substitutes and new 
entrants. This implies that companies, by creating and implementing competitive strate-

gies, could deter enter into their industry. 

figure 3 The five competitive forces (external threats) 

 

 

 Source: Porter, 1980. 

Strategi c  management and barr i ers  to  ent ry  
Michael Porter (1980) starts his famous book Competitive Strategy with the following 

sentence: ‘The essence of formulating competitive strategy is relating a company to its 
environment’. Strategic management is the process of creating and implementing such 
a competitive strategy, in order to gain sustained competitive advantage. Since the 
threat of new competitors entering the industry is one of the environmental forces that 
shape the competitive position of a company, managers should formulate competitive 
strategies to avoid or minimise the negative impact of such developments. 
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In order to survive in its competitive environment, a firm has to outstand its competitors 
through superior performance. Superior performance involves implementing a value-

creating strategy that none of the competitors is implementing at the same time. While 
customers call this value for money, strategists call it competitive advantage. A firm is 
said to have sustained competitive advantage, when none of its (potential) competitors 
is able to duplicate this strategy. Like Barney (1991), we argue that ‘firms obtain sus-
tained competitive advantages by implementing strategies that exploit their internal 
strengths, though responding to environmental opportunities, while neutralizing exter-

nal threats and avoiding internal weaknesses.’ The basis of the sustainable competitive 
advantage is that the firm should seek to possess and exploit a unique combination of 
critical resources. These resources can be either material or immaterial. These internal 
resources should be linked to the developments in its external environment. 

2.2.2 Strategic  barr iers to entry 

(Future) entry into an industry is likely to trigger competitive responses from incum-
bents. These responses will vary according to the market conditions, the importance of 
the market to the incumbent, the perceived threat, the potential of the new entrant, 

the ability of the firm to react and other circumstances. One of the possible strategies is 
to influence (raise) the industry’s barriers to entry, but incumbents could also explicitly 
choose to let the new entrants be. 
 
Although firms may design strategies that are aimed to reduce the threat of new en-
trants, it is not always clear whether or not these strategies reach the desired goals. Ac-

cording to MacMillan et al. (1985), most service businesses are characterised by low 
protection from rapid competitive imitation of new products, due to the absence of 
patent protection, production-capacity requirements or high investments required. Yip 
(1982) argues that strategies, aimed at building structural barriers to entry, are ineffec-
tive. Han et al. (2001) show that barriers to entry might in the long run discourage 
existing companies to innovate, leading them to their demise. Although this may be 

true, in this section we focus on the different barriers to entry that exist and how they 
work from the strategic-management perspective. 
 

The resource-based approach 
An important approach within strategic management is the resource-based view. The 
resource-based view of the firm presents a company as a set of productive resources 
that are needed to produce its products and services. Examples of the resources are la-

bour, knowledge, capabilities, brand names, company infrastructure, management sys-
tems and (access to) financial capital. According to the resource-based approach, valu-
able, rare, imperfectly imitable, competitively superior and unique resources form the 
basis of a sustainable competitive strategy (Barney, 1991). These internal resources and 
capabilities also provide the basic direction for a firm’s strategy (Grant, 1991). In order 
to compete effectively, a company must utilise its resources strategically. Companies 

that want to reach sustainable competitive advantage should create a configuration of 
resources that is attuned to their environment in such a way that their company goals 
are achieved. 
 
Valuable, rare, imperfectly imitable, competitively superior and unique company re-
sources provide the basis for incumbents’ possibilities to create barriers to entry for en-

trants and start-ups, and barriers to grow for other incumbents. According to Grant 
(1991), ‘barriers to entry are based upon scale economies, patent, experience advan-
tages, brand reputation, or some other resource which incumbent firms possess but 
which entrants can acquire only slowly or at disproportional expense’. This approach 
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clearly derives from the resource-based view and lies very close to the definition of sus-
tainable competitive advantages. It also corresponds with the Chicago School approach 

that barriers to entry raise entrants’ cost above the incumbents’ cost level. 
 

Types of  resources 
Various authors have presented classifications of resources that contribute to the firm’s 
strategy from a resource-based view (e.g., Grant, 1991; Barney, 1991, Matthysens et 
al., 1998). Grant (1995) distinguishes between physical, non-physical and human re-
sources and organisational capabilities (as cited in Matthysens et al., 1998). According 

to Grant, resources as such are not productive. The organisational capabilities of the 
firm make the resources productive. 
 
Although Grant’s point is clearly valid, Barney integrates the organisational capabilities 
and the resources under the label ‘capital’. Barney (1991) suggests the following classi-
fication, which seems fit for the analysis of possible barriers to entry from a resource-

based point of view: 
1 Financial capital; access to various kinds of financing, e.g. through the stock mar-

ket, banks or suppliers 
2 Physical capital; e.g., machines, production facilities, geographical locations, ac-

cess to raw materials and customer markets 
3 Human capital; e.g., labour, knowledge, skills and experience 

4 Organisational capital; e.g., organisational processes, structures and systems that 
enable firms to produce the required products and services. 

 
Gaining power over critical resources could be a very effective way of preventing new 
competitors to enter the market. For example: until recently, only one firm (De Beers) 
dominated the global diamond-mining industry because it controlled most of the dia-

mond mines (physical capital) and organised the diamond trade worldwide (organisa-
tional capital). Because of this situation, it was very difficult for new firms to enter the 
market. Other ways of preventing competitors to enter the market, from a resource-
based point of view, would be controlling financial, physical, human or organisational 
resources. 
 

Stretch and leverage 
In most lines of business, control over one or more resources is not a very realistic op-
tion. Most of the resources are freely available in the market. Thus, from a resource-

based view, companies will use the available resources in the most effective way and 
are likely to set very high standards that new entrants cannot easily meet. According to 
Hamel and Prahalad (1993), ‘creating stretch, a misfit between resources and aspira-
tions, is the single most important task senior management faces’. Stretch, they argue, 
results in the need for leveraging the company’s resource productivity. These resources 
can be either financial, physical, human or organisational. Hamel and Prahalad (1993) 

identify five basic ways to leverage resources: 
1 Concentrating resources more effectively (than competitors) on key strategic goals 
2 Accumulating resources more efficiently (than competitors) 
3 Complementing various types of resources to create higher value (than competitors 

can) 
4 Conserving resources when possible 

5 Recovering resources from the market place in the shortest possible time. 
 
In their later work, Hamel and Prahalad (1994) argue that it is the firm’s core compe-
tencies (= immaterial resources) that should be leveraged. 
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Pre-empti ve  s t rateg ies  and tac t i cs 
According to Harrigan (1981), firms can influence the nature and height of many barri-
ers to entry, but not of those relating to demand, technological scale and other exoge-

nous factors. Other authors disagree with this statement, pointing out, for example, 
that firms can tie up customers by introducing switching cost, by which they do influ-
ence the demand structure. 
 
In some industries, barriers to entry are high already, due to the natural characteristics 
of the industry (for example, some oligopolies that face high levels of spending on 

promotion (e.g., the cigarette industry), or high technological barriers due to patents 
(e.g., the pharmaceutical industry)). Porter distinguishes the following strategies compa-
nies can use to raise barriers (see table 2): 

table 2 Defensive strategies and tactics 

Raising structural barriers Increase expected retaliation Lowering the inducement for attack 

→ Fill product or positioning gaps 

→ Block channel access 

→ Raise buyer-switching cost 

→ Raise cost of gaining trial 

→ Defensively increase scale economies 

→ Defensively increase capital requirements 

→ Foreclose alternative technologies 

→ Invest in protecting proprietary know-how 

→ Tie up suppliers 

→ Raise competitors’ input cost 

→ Defensively pursue interrelationships 

→ Encourage government policies that raise 

barriers 

→ Form coalitions to raise barriers or  

co-opt challengers 

→ Signal commitment to defend 

→ Signal incipient barriers 

→ Establish blocking positions 

→ Match guarantees (e.g., lowest price 

guarantee) 

→ Raise the penalty of exit or lost share 

→ Accumulate retaliatory resources 

→ Encourage good competitors 

→ Set examples 

→ Establish defensive coalitions 

→ Disruption of test markets or introduc-

tory markets 

→ Leapfrogging (introduce a new product 

simultaneously) 

→ Litigation (= law suits) 

→ Reduce profit targets 

→ Managing competitor assumptions 

 Source: Porter, 1985. 

According to Harrigan (1983), firms can use barriers to entry to sustain their position. 
She suggests some strategies firms can undertake to use the barriers to entry. For ex-
ample, firms might aggressively shift their capital-to-labour rations in favour of more 
efficient, technologically innovative assets. They should not let their products become 

commodity-like by continuing expenditures for advertising and R&D. Also, Harrigan 
(1983) suggests that ‘potential entrants appear to be less likely to attempt an entry 
where they expect little chance for success. If a market is already suffering excess 
capacity, this analysis suggests, firms may be discouraged from entering. This finding 
suggests that defending firms may adopt a policy (…) of keeping some level of capacity 
idle by always building first and the most appropriate locations to pre-empt would-be 

competitors’. Last but not least, she notes that recent entry of a competitor diminishes 
the risk of new entry by yet another company. 
 
Karakaya and Stahl (1989) analysed the relative importance of six barriers to entry. They 
found that all six play an important role in marketing executives’ decisions of market 
entry, but that some barriers are more important than others. In order of importance, 

cost advantages of incumbents are the most important barrier of the six, followed by 
capital requirements, customer-switching cost, product differentiation of incumbents, 
access to distribution channels, and government policy. The relative weights of the bar-
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riers show that the cost-advantages barrier is perceived as more important for entry in 
industrial-goods markets than in consumer-goods markets. Also, the authors discovered 

differences in the relative importance of the barriers for early and late entry. 
 
Schoemaker and Amit (1997) point out that strategy formulation, including the creation 
of mechanisms that discourage potential competitors to enter the industry, should be 
focussed on in the future. They claim that the resource-based approach has been look-
ing too much at the past, instead of anticipating future developments. Schoemaker and 

Amit (1997) suggest that strategy makers should use scenario planning to anticipate the 
rapid changes in their environment, including the changes in opportunities for potential 
new entrants. From these scenarios, strategy makers can deduct which competences 
and resources are necessary for the firm in order to remain its competitive advantage. 
 
To conclude, the strategic-management literature suggests that incumbents can and 

indeed do prevent companies from entering their market. There are several strategies 
that they can select. In some situations, these strategies may be effective, in other situa-
tions they may not. 
 

Retal i a t i on aga ins t  new entrants  
Although barriers to entry might be high, successful incumbents in profitable markets 
can expect to face entry of a new competitor at a certain point in time. When faced by 

such a situation, incumbents may consider retaliating. According to Robertson and Ga-
tignon (1991), retaliatory actions taken by the ‘pioneer’ (incumbent) are usually success-
ful, especially when the scale of entry is low and the entrant’s access to resources is low 
or medium. A retaliation strategy should be based on three principles (Robertson and 
Gatignon, 1991): 
1 The incumbent should have a significant competitive advantage over the entrant 

2 The scale of entry should be limited 
3 The entrant should have low to medium access to the necessary resources. 
 
If these criteria are not met, the incumbent may consider attacking the entrant in an-
other market. Gatignon and Reibstein (1997: 239) developed a decision model for de-
termining the appropriate response to new entry (see figure 4). 
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figure 4 Decision model for determining response to a new entrant 

 

 

 

 Source: Gatignon and Reibstein, 1997. 

As various authors (Harrigan, 1983; Robertson and Gatignon, 1991; Gatignon and Reib-
stein, 1997) have suggested, the model proposes four possible strategies for incumbent 
firms: 
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1 Abandon the market; abandonment could be considered if the new entrant has a 
sustainable competitive advantage over the incumbent in the target market, or if 

the firm’s resources can be applied more profitably in other markets.  
2 Accommodate the new entrant; new entrants can also be considered as ‘agents 

of change’. Existing firms within the industry might profit from this change. For ex-
ample, in the telecommunications business, incumbents have little to fear from 
some of the new, highly innovative small companies that are being set up. They 
sometimes stimulate these companies to innovate, and the most successful compa-

nies end up being bought by the former monopolists. This way, the incumbent pro-
fits from the new ideas of the entrant1. 

3 Ignore the new entrant; letting small new entrants enter the market could be a 
proper strategy in some cases. The idea is that firms should ‘manage’ entry and 
should consider allowing harmless new entrants in niche markets. These niche play-
ers fill the ‘gaps’ in the market and by doing so, they block the way for more ag-

gressive, potentially harmful new entrants. The danger of this approach, however, 
is that the new competitor may use the niche as a wedge, to enter the incumbent’s 
main market in a later stadium. 

4 Retaliate against the new entrant; retaliation is an appropriate strategy if the 
new entrant threatens the incumbent’s position in the market. ‘Retaliation corre-
sponds to a declaration of war, wherein the firm wants to signal to the attacker 

and to other competitors its intention to fight back’ (Gatignon and Reibstein, 
1997).  

 

Conc lus i on 
Strategic-management literature looks at barriers to entry from the perspective of indi-
vidual companies (mainly incumbents). The main focus is on the creation of a sustain-
able competitive advantage based on resources and distinct capabilities. Based on this 

perspective, companies can actively influence the nature and height of many barriers to 
entry. The actions can try to raise the (structural) barriers (preventing entry) or increase 
the retaliation expectations as a response to actual entry. 

2.3 Conclusion 

In this chapter, we discussed literature on barriers to entry. There are two different, 
sometimes overlapping streams of literature: industrial organisation and strategic man-
agement. In the industrial-organisation literature, there is a distinction between struc-
tural barriers and strategic barriers. The structural barriers to entry are based on charac-
teristics of the industry. They include, amongst others, technology, advertising intensity 
and economies of scale (in relation to total market demand). These barriers are exoge-

nous to players in the market. Strategic barriers to entry are endogenous, i.e. they can 
be influenced by actions of market players. Econometric models and game theory are 
used to study the effects of these barriers on the competitive outcome of the market. 
The industrial-organisation literature especially shed light on the effects of barriers to 
entry on the market outcome. 
Strategic-management literature takes the perspective of individual companies and de-

scribes what they can do to enhance their performance. Central in this perspective are 
resources and capabilities. With these resources and capabilities, companies will try to 

 

1
 Based on arguments of the industrial-organisation literature, incumbents may lower their output 
after entry, acting as Stackelberg quantity leaders (Martin, 2002: 232). 
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create a sustainable competitive advantage. This will result in above-normal returns. To 
remain profitable and earn above-normal returns, incumbents can actively influence the 

conditions under which other companies can enter the market and potentially harm in-
cumbents’ position. The strategic-management literature contributes to the understand-
ing of the rationale behind the strategic actions of companies to create barriers to en-
try.  
In the next chapter, several barriers to entry will be discussed in more detail. 
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3 Barriers to entry: descriptions 

Through an extensive literature search, 36 barriers to entry have been identified. In this 
chapter, we shall describe the different barriers to entry in more detail. Some of the 
barriers are closely related, are part of a ‘higher’ barrier or contribute to another barrier. 
This will be discussed in the description. For a description of this process, see annex I. 
 

The next 37 paragraphs give an overview of the following barriers: 
1 Absolute cost advantages 
2 Access to distribution channels 
3 Advertising 
4 Asset specificity 
5 Availability of skilled labour 

6 Brand name 
7 Capital requirements 
8 Causal ambiguity 
9 Control over strategic resources 
10 (Transaction) Costs of operating in foreign markets 
11 Cultural distance 

12 Customer loyalty 
13 Customer-switching costs 
14 Divisionalisation 
15 Dynamic limit-pricing 
16 Economies of scale 
17 Excess capacity 

18 Experience advantages 
19 Gaps and asymmetries of information 
20 Government licences 
21 Government policies 
22 High wages for employees and managers 
23 Investment risk 

24 Know-how 
25 Level of technology 
26 Location 
27 Packing the product space 
28 Patents (product or process) 
29 Product differentiation 

30 Research and development intensity 
31 (Expected) Retaliation by incumbents 
32 Seller concentration 
33 Selling expenses 
34 Special risk and uncertainties of entry 
35 Sunk cost 

36 Technological change 
37 Vertical integration. 
 
For each barrier, we describe the mechanisms behind the barrier, i.e. how the barrier 
influences or restrains competition and entry. Also the relationship between the barrier 
and the size of the entrant will be discussed. Furthermore, we describe how sustainable 

the barrier is from the perspective of the incumbent and what potential entrants can do 
to avoid the barrier. Finally, measurement issues of the barriers will be described. 
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3.1 Absolute cost advantages 

Desc r ipt i on of  the bar r ie r  
Besides economies of scale and product differentiation, Bain (1956) describes absolute 
cost advantages as a third barrier to entry. An absolute cost advantage exists when, at 
any common scale, the prospective unit costs of production are higher for entrants than 

for incumbents (Bain, 1956). Potential entrants who know they will face higher unit 
costs will think twice before entering the industry, and so absolute cost advantages can 
pose a barrier to entry. 
 
The principal potential sources of absolute cost advantages are (1) control over superior 
production techniques (exercised through patents, secrecy or both), (2) lower prices for 

productive factors coming from imperfections in the market, (3) strategic factor sup-
plies, especially concerning natural resources, resulting in exclusive use of resources or 
the use of the resources for a lower price and (4) lower interest costs than potential en-
trants (Bain, 1956). Absolute cost advantages can also arise from differential wage 
rates, superior talent, random luck, and historical accidents (Shepherd, 1997: 211). 
Absolute cost advantages originate from access to scarce resources which new entrants 

cannot develop as inexpensively as earlier entrants did, if at all. Access to distribution 
channels and ownership of a uranium mine are good examples. To match the access to 
scarce raw materials or vertical relationships, firms would have to invest heavily. Even 
then, some experience-curve advantages cannot be replicated through accelerated 
spending programmes by late entrants (Harrigan, 1983; 76). 
 

Besides the more exogenous barriers, strategic behaviour of the incumbents can also 
result in cost asymmetries. Salop and Scheffman (1983) argued that behaviour intended 
to increase industry costs could benefit established firms (despite increasing their own 
costs) because it causes rival firms to reduce their output (perhaps to zero). Examples 
are efforts to increase union wages and strategic behaviour to acquire natural resources 
and deny access to them by rivals. This strategic behaviour must be based on some ex-

ogenous differences between incumbents and entrants (e.g., first-mover advantage, 
long-term contract with customers, etc.). 
 
It is important to emphasise that the disadvantage of the potential entrant must be un-
avoidable, even after he has tried to make some adaptations on other dimensions, like 
integrating in the environment. When after these adaptations the cost advantages are 

less, one could have mixed up another barrier to entry with absolute cost advantages 
(partly) (Bain, 1956). In this case, it is important to look at the role of opportunity costs. 
Demsetz (1982) uses the example of taxi medallions that are issued by a municipality 
and traded at market-determined prices. The medallion requirement impedes the entry 
of taxi services on this market. The value of the medallion is an opportunity cost of op-
erating for existing as well as potential service providers. The true barrier to entry in this 

market is at the level of the municipality and not at the costs of the medallion. If prop-
erly measured and valued, the medallion requirement would not be a source of supra-
normal profit for existing taxis. 
 

Size  e f fects  
Considering absolute cost advantages, time is an important element, while incumbents’ 
advantages mainly come from early-mover advantages. The size of the incumbents in 

relation to the (sub-)markets (of productive factors) is important for entrants. The space 
left in the industry compared to the minimum-efficient scale, can tell the potential en-
trant whether or not he has to compete for what amount of market share with incum-
bents with absolute cost advantages. It also tells something about the likely reaction of 
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the incumbents. When adaptations or alternatives are not possible and cost advantages 
prove to be absolute, the barrier to entry will be very severe. 

 

Susta inabi l i ty  of  the ba rr ier 
The sustainability of the barrier to entry can decline when superior production tech-
niques prove to be not superior anymore or when these techniques can be exercised by 
entrants all of a sudden (once patents or secrecy comes to an end). 
 
Absolute cost advantages coming from market imperfections of productive factors can-

not be sustained when these imperfections can be tackled. 
 
The sustainability of advantages coming from strategic factor supplies declines when, 
for example, the market for natural resources becomes more open as new supplies are 
found or players in the market decide to change direction, or when the factor supplies 
become less relevant while an alternative resource has proved useable, for instance. 

The absolute cost advantage coming from lower interest costs for incumbents is not 
sustainable when the capital market imperfections are removed or alternative capital 
supply (with lower interest costs) for potential entrants, e.g. from a large partner com-
pany, becomes an option. 
 

Relat i on wi th others  barr ie rs  to entry  
Various barriers can be more or less sources for absolute cost advantages. The next bar-
riers to entry result in a situation in which the entrant has higher cost than the incum-
bent.  

Capital requirements: When capital requirements are high, imperfections in the mar-
ket become more severe and result in higher barriers to entry. 
Control over strategic resources: If access can be denied, control over strategic re-
sources can result in a cost advantage for the incumbent. 
Availability of skilled labour: Incumbents will have the first choice for selecting the 
most skilled employees. 

Location (limited): Incumbents will have the first choice for selecting the most attrac-
tive or productive location.  
Access to distribution channels: Incumbents will have the first choice for selecting 
the most attractive distribution channel. Especially if the incumbents can conclude long-
term exclusive contracts with these distribution channels, it will be hard for entrants to 
enter the market. 

As noted earlier in the description of the barrier, it is important to distinguish between 
cost disadvantages for potential entrants that can be avoided by making some adapta-
tions on other dimensions, as Bain (1956) suggested. Absolute cost advantages can eas-
ily get mixed up with e.g. economies of scale, experience curve, vertical integration, 
technological change and access to resources. It is important to look at possible oppor-
tunity costs in these situations. 

 

Poss i bi l i t i es  for  avoiding the barr ie r 
To obtain the absolute cost advantages of early entrants, later entrants can acquire ex-
isting firms (Harrigan, 1983; 76).  
 

Measurement of  the  ba rr ier 
Karakaya and Stahl (1989) use a questionnaire in an experimental design in which deci-
sion makers were asked to make a market decision. Absolute cost advantage is one of 

the barriers that is used in the entry-decision profiles. 
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Harbord and Hoehn (1994) focus on aspects that can result in absolute cost advantages 
for the incumbent, like superior access to certain resources (often based on legal or 

regulatory barriers). In European competition policy, the ECJ and the European Commis-
sion take these intellectual property rights and superior technologies as sources for the 
cost advantages of incumbents. 
Han et al. (2001) investigate the contingent effects of incumbents’ barrier building on 
their own performance. They use a questionnaire to measure amongst others the im-
portance of cost advantages.  
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Bain (1956); Harrigan (1983); Demsetz (1982); Geroski et al. (1990); Karakaya and Stahl 
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3.2 Access to distribution channels 

Descr i pt ion of  the ba r r ie r  
In some lines of business, e.g. in manufacturing, access to distribution channels is an 
essential prerequisite for companies to sell their products. Production companies usually 
don’t have their own outlets, so they are dependent on wholesaling and retailing com-

panies to transport, stock and distribute their products and generate cash flow. In some 
industries, however, access to regular distribution channels is blocked. This can be ei-
ther a structural phenomenon (first-mover advantage: there is no more space in the dis-
tribution channel) or a strategic policy of first or early market entrants (Robertson and 
Gatignon, 1991). These early entrants may block access to distribution channels as a 
means to limit the possibilities for the potential new entrants to sell their products and 

generate cash flow. Entering firms do indeed perceive blocked distribution-channel ac-
cess as a barrier to entry (Karakaya and Stahl, 1989; Han, Kim and Kim, 2001). Blocked 
access is ranked the fourth or fifth most important barrier to entry (Karakaya and Stahl, 
1989). 
 
An example of dominant firms’ blocking strategies is the distribution of beer in the ca-

tering industry (especially bars) in Holland. Many bars are (at least partly) financed by 
brewers, and in return the breweries have bargained exclusive delivery contracts with 
these bars. This strategy implies that potential new entrants cannot sell their products 
through these bars and thus face blockaded distribution channels. Similar problems ex-
ist in other industries, e.g. car manufacturing (exclusive dealership), etc. 
 

Size  ef fects  
Blocking access to distribution channels can be a strategic barrier to entry (Porter, 1980, 
1985; Robertson and Gatignon, 1991). Blocking companies try to obtain sustainable 
competitive advantage over new entrants by obstructing them to use the existing (and 
thus cheap) infrastructure, confronting them with higher distribution cost for alternative 
methods of distribution. Blocking access is only possible for firms that possess large bar-
gaining power towards their buyers. Usually, the size effect is apparent, like in the 

example of motor companies. However, small companies1 might possess a relatively 

large amount of bargaining power within their segment or niche. 
 
Blocked distribution-channel access as a result of deliberate strategy by one firm will 
usually occur in oligopolistic or (near) monopolistic markets. It is only in these kinds of 
markets that suppliers either have enough bargaining power over their buyers that they 

can block the distribution channel, or are forward integrated.  
 

Susta inabi l i ty  of  the ba rr ier 
The question of access to distribution channels is relevant in industries where compa-
nies don’t have direct contact with their end-users, for example in agriculture and con-
sumer-product manufacturing. If access to existing distribution channels is blocked, de-
veloping alternative distribution methods is usually expensive. Though the Internet is a 

relatively cheap alternative to communicate with potential customers, most companies 
need a network that has direct contact with the customer. In various industries, a net-
work of wholesalers or retailers is often necessary to distribute products efficiently. The 

 

1
 I.e., small in absolute sense (in terms of turnover or number of employees) but relatively large within 
their market segment. 
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need of a dense distribution network depends on the industry/product, on the stage in 
the product life cycle and on buyer experience. 

In other industries, like business services or component manufacturing, companies have 
direct contacts with their customers, and thus there is no possibility of blocking channel 
access. Blocked access to distribution channels will most often occur in oligopolistic in-
dustries. 
 
Blocked entry to existing distribution channels could either be a result of the market 

structure (e.g., in the petrol market where there is no physical difference between the 
products of various oil companies and the investments necessary to carry more than one 
brand are extremely high), or it could be a result of incumbent strategy (as in the exam-
ple of the beer market). A structurally blocked distribution-channel access is very sus-
tainable as it takes a dramatic change of the market structure to change the conditions 
under which the blocking occurred. A strategically blocked distribution channel is po-

tentially also very sustainable, but the duration depends on the incumbent’s strategy 
and on legal aspects (such as cartel and concentration regulations). 
 

Possi bi l i t i es  for  avoiding the  barr i er 
Robertson and Gatignon (1991) give a good example of an innovative way to avoid the 
disadvantages of blocked distribution channels: In the personal computer market, re-
tailers rarely sell more than five brands. This implies that entrants in the market face se-

vere problems of gaining access to distribution channels. However, computer company 
Dell has bent this challenge into an innovative new way to reach the consumer. When 
Dell discovered that it would be very difficult to enter the market through existing retail 
outlets, it conceived a distribution strategy that depended entirely on mail order and 
the Internet. This is in line with Han, Kim and Kim’s (2001) conclusion that capital re-
quirements, switching cost and distribution-access barriers fail to pose a significant hur-

dle against innovative entry. One prerequisite, however, is that the client has to be ex-
perienced with the product before he will be willing to buy the PC through the Internet. 
Thus, the success of Dell’s strategy heavily depended on the stage of PCs in their prod-
uct life cycle. 
 
Other ways to overcome the barrier of blocked distribution channels are vertical or hori-

zontal integration. In the first case, an existing firm acquires one or more companies 
downstream in the distribution channel, while horizontal integration means a merger or 
acquisition between two competitors, so that they can use each other’s distribution 
cannels. In essence, horizontal or vertical integration implies buying a distribution net-
work. 
 

Rela t ion wi th other  bar r ie rs  to  entry  
Absolute cost advantages: Blocked access to existing distribution channels implies 
that entrants have to develop new (and usually more expensive) distribution methods. 

Since these alternative means of distribution are usually more expensive, incumbents 
usually have absolute cost advantages over entrants. The Dell example, however, shows 
that exceptions do exist. 
Vertical integration: Blocked channel access can be a result of vertical integration by 
incumbents. For example, some wholesalers have set up, acquired or franchised retail 
outlets. 

Selling expenses: Through increasing sales efforts and bonuses to resellers, production 
and wholesale companies may bind retail outlets to their brands. This form of exclusive-
ness may not be legally enforceable but is just effective as long as consumers do not 
demand any alternative products. 
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Customer loyalty: Just like customer loyalty, distribution-channel access involves the 
sheer possibility to sell one’s products. Loyal customers and retailers can both be a se-

vere hindrance for entrants. 
 

Measurement of  the  ba rr ier 
− Karakaya and Stahl (1989) measured access to distribution channels in their study 

of entry decisions. They mailed a decision-making exercise designed to model ex-
ecutives’ decisions related to market-entry barriers to executives in 60 companies. 

− Han, Kim and Kim (2001) use a questionnaire in which they ask what the minimum 

level of channel access is for an organisation to operate in the industry, accompa-
nied by a five-point Likert scale where ‘very high levels’ and ‘very low levels’ are the 
two extremes. 
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3.3 Advertising 

Desc r ipt i on of  the bar r ie r  
According to Netter (1983), few issues in industrial organisation are as controversial as 
the relationship between advertising and competition. The main stream in this debate is 
that advertising improves resource allocation. They argue that advertising improves 

market transparency by spreading information about products and services. This infor-
mation helps consumers to compare products and make better choices. 
Others argue that advertising distorts resource allocation since it increases production 
cost and consumer-switching cost. Also, incumbent advertising can affect entrants’ ad-
vertising effectiveness because it can create brand recognition and intends to create 
customer loyalty (Karakaya and Stahl, 1989). Through these objectives, advertising can 

form a barrier to entry. However, this relation is indirect and not univocal.  
 
Schmalensee (1983) discovered a counterintuitive theoretical relationship between ad-
vertising and entry deterrence: high investments in advertising sustain a relatively higher 
price level, thus making the industry more attractive for newcomers. 
 

This un-univocal relationship between advertising and entry is best explained when we 
consider two types of advertising separately. The working of advertising should be split 
between generic advertising (i.e., industry-wide advertising for a product type) and 
brand-specific advertising (i.e., advertising for a product of a specific brand).  
 
High levels of brand-specific advertising indicate that some competitors are creating 

entry barriers through product differentiation activities (Harrigan, 1983) or try to main-
tain customer loyalty. A newcomer on the market will have considerable difficulties and 
will have to invest heavily in winning over loyal customers. Although entry into the mar-
ket might still be profitable for companies offering a differentiated product, high 
spending on advertising - and other marketing-mix items - by incumbents is due to raise 
barriers to entry for me-too products. 

 
Harrigan (1981), on the other hand, found significant statistical evidence of an enduring 
positive effect of high levels of industry-wide advertising outlays on the entry of 
firms hoping to exploit the benefits of such generic advertising. Thus, a high level of 
industry-wide outlays on advertising increases the likelihood of entry. Harrigan (1983) 
argues that there is a misunderstanding of the effect of advertising on entry. She argues 

that high advertising corresponds with a high level of product differentiation. In an en-
vironment with high advertising, market opportunities may exist for firms that can af-
ford the cost of advertising campaigns that intend to match or capture existing firms’ 
market advantages. Accordingly, the effect of advertising in a certain industry can be 
either positive or negative. 
 

In this report, we disregard Schmalensee’s (1983) theoretical approach since not much 
empirical evidence for this hypothesis exists. Moreover, Schmalensee (1983) acknowl-
edges that advertising also functions in the following three ways: 
1 Advertising costs are sunk costs, and effective advertising requires a large minimum 

scale. High prevailing levels of advertising create additional cost for entrants that 
are fixed for each level of outputs. Buyer inertia and customer loyalty require new-

comers to spend heavily on advertising, otherwise the entrant’s advertising will be 
ineffective. Therefore, either advertising cost for the new entrant will be higher 
than the cost of advertising by the incumbent firms, or the entrant’s advertising 
campaigns are less effective. 
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2 Advertising expenditures are usually subject to economies of scale. Various advertis-
ing media will offer discounts for large campaigns, leading to decreasing cost for 

each following advertising message purchased (which decreases the average cost 
per advertising message). Large incumbents will have scale economies over small 
entrants, and thus their advertising cost per product sold will be lower than the ad-
vertising cost per product of the entrant. 

3 Advertising can result in imperfect consumer information. This imperfect infor-
mation about product price and quality (e.g., based on one-sided advertising) can 

give long-lived advantages to pioneering brands, and can even deter entry of new 
products. The need for entrants to spend their valuable resources on advertising to 
countervail this unbalanced supply of information, instead of investing their money 
in plant and equipment hardware, will increase the capital risk of financers. When 
the entry is not successful, the money spent on advertising is lost (sunk cost), 
whereas investments in hardware can be (at least partially) reclaimed. This effect 

will result in higher cost of financing for the entrant. 
 
Where rivalry via advertising among established firms exists, the total cost of all firms in 
the industry are increased. This may in turn diminish industry profits. But because the 
level of advertising constitutes a barrier, new entry is deterred and the long-run profits 
may exceed the profit level under normal competition (Comanor and Wilson, 1967). 

 
Bloch (1974), however, finds that the strong positive relationship between advertising 
and measured profit rates disappears when the profit rates are corrected for the 
expensing of advertising. Previous studies have accepted advertising expenditures as 
investments. The treatment of advertising as current expenses in the calculation of 
profits leads to a decrease of the profit levels, and results in the disappearance of the 

strong direct relation between advertising and profit level. 
 

Size  ef fects  
There are considerable size effects with regard to advertising as a barrier to entry. 
When a large incumbent and a small entrant spend an equal percentage of their annual 
turnover on advertising, the large entrant will have a brand recognition that can hardly 
be encompassed. 

 
There are also considerable economies of scale in advertising. In the first place, when 
bargaining for advertising campaigns, usually each additional advertisement will cost a 
little less, resulting in a lower average cost per advertisement. Second, large companies 
will be able to distribute their fixed advertising cost over a larger amount of products, 
thus decreasing the average advertising cost per product sold. 

 
Also, as Harrigan argues, only firms that can afford the cost of advertising campaigns 
can enter into highly differentiated markets with strongly positioned brands. Small firms 
could not bear the cost of capital required to finance such campaigns. 
 

Susta inabi l i ty  of  the ba rr ier 
Tactics such as branding, advertising, quality variations, or other differentiating ma-
noeuvres might be employed effectively to dominate a desirable market segment within 
the non-commodity businesses (Harrigan, 1983). Advertising outlays could be sustained 

at a high level when supported by the industry structure (when the industry is very prof-
itable), or they could be raised defensively as a reaction to entry (Robertson and Ga-
tignon, 1991; Harrigan, 1983; Gatignon, Robertson and Fein, 1997). Both strategies 
can be employed in their own specific conditions. 



36  

According to Comanor and Wilson (1967: 437), ‘it is evident that for industries where 
products are differentiable, investment in advertising is a highly profitable activity. In-

dustries with high advertising outlays earn, on average, a profit rate which exceeds that 
of other industries by nearly four percentage points. The differential represents a 50 per 
cent increase in profit rates. It is likely, moreover, that much of its profit rate differential 
is accounted for by the entry barriers created by advertising expenditures and by the 
resulting achievement of market power.’ 
 

Possi bi l i t i es  for  avoiding the  barr i er 
New entrants can hardly avoid high levels of advertising by incumbents. For entrants, 
one way of avoiding the advertising barrier is to concentrate advertising efforts in a 
smaller geographic area. In this way, small entrants might reach the same level of ad-
vertising, only in a smaller area. Once established, the scope of activities can be ex-
tended. Another strategy would be to seek out a market segment with low advertising 
elasticity. This means a market segment where consumers are hardly influenced by ad-

vertising. 
 

Rela t ion wi th other  bar r ie rs  to  entry  

Sunk cost: Past advertising expenditures of incumbents are to be seen to a large extent 
as fixed cost. The incumbents will try to earn back these costs at all events since they 
cannot earn them back in any other way. This will increase rivalry between incumbents 
and entrant. Also, usually new entrants will have to spend heavily on advertising in the 
period of product introduction. The cost of this advertising campaign has to be consid-
ered as sunk cost since these costs cannot be reclaimed after failure. 

Product differentiation: Advertising can both be a source and a symptom of differen-
tiation. Advertising contributes to brand identity and has been found to be the primary 
source of product differentiation in consumer-goods industries. Also, observed advertis-
ing expenditures provide a useful measure of the extent of product differentiation (Co-
manor and Wilson, 1967). 
Required capital: An introduction campaign is very expensive, which increases the re-

quired capital. Since advertising cost are usually sunk cost, the risk for financers and 
thus also the financing cost will be higher. 
Customer loyalty: Advertising is an instrument to attract customer attention and a 
means to increase customer loyalty. 
Selling expenses: Advertising is a specific form of selling expenditures. 
Brand name: Advertising is a means to build a brand name. As brand name is the ac-

cumulated information stock that customers have of a certain product, advertising is a 
very important instrument to increase the (positive) information about that product. 
 

Measurement of  the  barr ie r 
Acs and Audretsch (1989) ‘follow the tradition established in the literature, by including 
(…) advertising-sales ratio’, while Gatignon, Rotertson and Fein conducted a survey 
among managers, which included the question ‘we increased our advertising and pro-

motions budget’ (yes / no and 1 = minor; 6 = major). The score of this question was 
used together with other measures, to calculate the advertising and sales-force reaction 
intensity. Harrigan (1981) measured ‘industry-wide advertising outlays’, and used data 
from CompuStat supplemented by information from annual reports, 10-K statements, 
the United States Census of Manufactures and published studies concerning each of the 
industries examined. Comanor and Wilson (1967) calculated two measures of advertis-

ing intensity: advertising outlays per dollar of sales for firms with assets greater than 
$ 500,000, and average advertising expenditures per firm among firms which account 
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for 50% of industry output. Netter (1983) used another approach. He concluded that 
quantitative information about entry deterrence and effectiveness issues of advertising 

in the business sector were scarce. He therefore developed a model to analyse the ef-
fect of political-campaign advertising expenditures of incumbent congressmen on the 
success (number of votes) of new candidates. 
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3.4 Asset specificity 

Desc r ipt i on of  the bar r ie r  
Asset specificity is about the degree to which an asset can be redeployed to alternative 
uses and by alternative users, without sacrifice of productive value. When asset specific-
ity is high, it will be difficult to recover all the costs involved obtaining these assets 

(similar to sunk costs). When an entrant decides to do this kind of idiosyncratic invest-
ments, he commits himself in some way to the product, because when he decides to 
leave he loses (parts of) his investment. This kind of commitment can also have a signal-
ling function that the entrant means business and will not step away lightly when for 
example price wars begin to happen. 
 

Six kinds of asset-specificity distinctions can be made. Besides (1) idiosyncratic human 
capital or human-asset specificity, (2) site specificity, (3) physical-asset specificity, (4) 
dedicated assets, (5) brand-name capital and (6) temporal specificity can be distin-
guished (Williamson, 1996: 59-60). Because specific assets cannot be sold and con-
verted, these assets impose high losses if the entry fails (Shepherd, 1997). These assets 
thus create a barrier to entry. 

 
When asset specificity concerns a vertical relationship, Williamson (1996) speaks of bi-
lateral dependence. Problems to integrate the created commitment in a contract are 
several, while complete contracting is not a realistic option. A realistic option to over-
come these problems is to integrate vertically and so minimise transaction costs. To do 
so, the required investments are larger and so barriers to entry will become higher. 

 

Size  e f fects  
Size effects and asset specificity do not seem to be related, since the specificity of the 
assets is the same for large and small firms. Large firms often have more possibilities to 
carry the burdens of the risk. 
 

Sus ta inabi l i ty  of  the barr ie r 
Asset specificity as a barrier to entry is strongly related to the notion of contestability 

that entry should be perfectly reversible (see Baumol, Panzar and Willig, 1982). Asset 
specificity is a sustainable barrier to entry as long as there are no other purposes for the 
specific assets known, because the conditions to leave a market are not attractive when 
large portions (the sunk cost) of the costs that are made, are lost. When other purposes 
for the assets are known, the sunk character of the costs disappears. 
 

Possi bi l i t i es  for  avoiding the  barr i er 
Leasing specific assets can be a way to avoid the barrier. A problem of leasing is that 
the leasing company is committed to the product and in this case transaction costs will 

be high and there may be no company interested in leasing out specific assets in such a 
market. Another option to avoid the barrier is to initiate an effectively working second-
hand market for the specific assets. While the assets often are not simple to use sec-
ond-hand, some tailor-making should be facilitated so that the amount of sunk cost can 
be reduced.  
 

Rela t ion wi th other  bar r ie rs  to  entry  
Sunk cost: Asset specificity has a strong relation to sunk cost, while the more asset 
specificity often involves higher sunk cost.  
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Vertical integration: Higher asset specificity in combination with incomplete contract-
ing difficulties creates a pressure to integrate vertically.  

Availability of skilled labour: A lack in the availability of skilled labour can also be 
referred to as high asset specificity. 
Location: Location can also be a source for asset specificity. 
 

Measurement of  the  ba rr ier 
Measurement of this barrier is very difficult. 
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3.5 Availability of skilled labour  

Desc r ipt i on of  the bar r ie r  
On the basis of theoretical research, Gerlach and Wagner conclude that ‘a high level of 
human capital and skilled labour in the local labour force tends to increase the potential 
supply of entrepreneurs, because on the one hand, skilled workers are more likely to 

possess the abilities that facilitate the formation of a new business, and because, on the 
other hand, a large pool of skilled workers may provide a key source of inputs needed 
in new firms’ (Gerlach and Wagner, 1994). This statement is not supported by the em-
pirical part of the same study of differences in firm births in Lower Saxony. The contri-
bution of unemployment to the explanation of differences in small-firm entry rates is 
small and insignificant. 

 
However, when we consider entry of existing companies, a shortage of skilled labour on 
the market could very well be a reason for not diversifying or expanding their activities 
to other geographical markets or other market segments. Especially in times with a 
tight labour market, economic growth is said to be hampered by the shortage of well-
trained employees. Also, a lack of specialised training programmes can be a severe con-

straint for recruiting the right employees. 
 
Another way in which the availability of skilled labour influences the birth rate of new 
firms (and thus the entry of firms into the market) is through competition restraint in 
labour contracts and relatively high wages for employees and managers. In a tight la-
bour market, wages will be higher; whereas in a relaxed labour market, employers 

might bargain competition restraints. Both competition restraint and high wages de-
crease the incentive for employees to become an entrepreneur. Competition restraints 
in labour contracts could form a hindrance for employees who want to start their own 
company in the same industry that they are currently employed in. Employees with high 
wages face substantial risks with regard to their relatively high and stable income  
(Arend, 2001) since the expected profits earned must be higher as a result of higher 

current salary. 
 

Size  e f fects  
Although Gerlach and Wagner (1994) did not find any evidence for the negative influ-
ence of the tightness of the labour market on the birth of new firms, we would argue 
that the availability of skilled labour is especially important for companies that either 
want to enter the market at a large scale, or that want to pursue fast-growth strategies. 

Both of these strategies could be necessary in order to enter successfully, for example in 
large-scale industries such as the telecommunications industry. In other industries, e.g. 
consulting or retailing, the availability of potential employees might be much less of an 
entry barrier, since entrepreneurs usually start these kind of companies on their own 
and expand them gradually. 
 

Sus ta inabi l i ty  of  the barr ie r 
Availability of skilled labour is a structural barrier. This barrier exists as long as the la-
bour market is tight and/or as long as there are no specialised external training pro-
grammes available. 
 
On the other hand, entrants are thought to have an advantage over incumbents since 
they are bound to hire new employees and the costs of hiring new employees are 

thought to be lower than the cost of maintaining existing personnel. 
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Poss i bi l i t i es  for  avoiding the barr ie r 
Providing training to existing and new employees can create supply of skilled labour. 
However, this might take more time and cost more money than is available. Moreover, 

skilled employees can be recruited from existing companies in the market. Entrants who 
wish to gain market share in a relatively short time horizon sometimes follow this strat-
egy. However, this is a very costly strategy. 
 

Relat i on wi th other  ba r r ie rs  to  entry  
Control over strategic resources: Skilled labour could be seen as a strategic resource, 
especially in industries where know-how and tacit knowledge are important. 
Experience advantages of existing companies: Skilled employees may carry with 
them market experience.  

Know-how: Skilled employees may carry with them know-how. 
High wages for employees and managers: The availability of skilled employees and 
managers may depend on the levels of their salaries. 
 

Measurement of  the  ba rr ier 
The availability of skilled labour has been measured by Gerlach and Wagner (1994). 
They have used the regional unemployment rate to measure the supply of skilled la-

bour. Obviously, this meets objections concerning the relevant training. In specific 
cases, the absolute number of persons with the required (level of) education should be 
measured or approximated. 
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3.6 Brand name 

Desc r ipt i on of  the bar r ie r  
Brand name is the information stock customers have with regard to that brand. Brand 
name is based on information supplied by producers, other organisations and product 
trail or use. It is well known that firms supply only a limited amount of product informa-

tion and that consumers search only a subset of available brands of a given commodity. 
Of these brands, consumers have only partial knowledge about market prices and brand 
characteristics (imperfect information). When product information is costly or difficult to 
obtain, brand name based on experience is used to reduce uncertainty, especially when 
risks associated with a wrong purchase are high (expensive products that cannot be re-
claimed, such as cars or products that carry in them a health or safety risk). In these 

situations, buyer inertia exists. Buyer inertia may lead to a sort of monopoly situation 
instead of competition, due to the premium states of one single brand name based on 
imperfect information (Krouse, 1984). 
 
Risk-averse users of a certain product will be quite price-inelastic. They are willing to 
pay a price premium for quality assurance (and they may use the price level as a signal 

of product quality). Brand name signals quality and thus, building a strong brand name 
attracts risk-averse customers. Before giving up certainty about the quality they get, the 
price difference should be large (in absolute figures). The same goes for certain other 
characteristics than quality, such as identity/image in the case of clothing, taste for 
soda, etc. In markets with high uncertainty about product quality (service markets) or 
with high risks associated with a wrong purchase, incumbents with a strong brand 

name experience a substantial advantage above entrants (here, quality should be read 
as the sum of all product characteristics including taste, image, etc.). 
 
A good example of strong brand name occurs in the fashion and arts industries. Certain 
brands (artists) can afford to set their prices high above actual production cost. In these 
cases, brand name includes a premium for design or identity. Another example, given 

by Netter (1984), concerns the lemon-juice industry where a new entrant, though set-
ting its price some 20 to 30% below the incumbent’s price level, did not succeed in 
overcoming the incumbent’s strong brand name - the absolute price difference was 
only 10 to 15 dollar cents per bottle, which apparently was not enough to overcome 
the incumbent’s brand name! 
 

Size  e f fects  
There is no apparent size effect on brand name, except that larger companies some-
times invest more resources into building a strong brand name. Brand name is the term 
used for the total information stock about a certain product or service. Producers can 
influence their brand name regardless of their size. Small local products have a certain 
brand name, which could equal or outrun global brands. For example, traditional or 
hand-crafted products (souvenirs), local speciality restaurants, etc. Brand name has a 

time component. It takes time to build a brand name, and it also takes time to over-
come the brand-name barrier. 
 

Sus ta inabi l i ty  of  the barr ie r 
The lemon-juice case (which was taken to the U.S. Federal Trade Commission) provides 
a good example of the sustainability of brand name as a barrier to entry. The FCT, and 
also the U.S. Court of Appeals, concluded that the premium status of its brand name 

gave incumbent ReaLemon a monopoly position over potential new entrants that was 
said to represent a barrier to entry. The Administrative Law Judge (for whose court the 
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case was brought in first instance) ruled that the brand name resulted in a successful 
differentiation that led to the brand’s monopoly. 

 

Poss i bi l i t i es  for  avoiding the barr ie r 
Consumers buy those products and services which they perceive to be the best buys 
with regard to their budget and quality demands. The decision which product or service 
should be purchased is based on brand name. Brand names can be influenced by giving 
consumers information about the product, the production process, the producer, or of-
fering the product for trial by the consumer. A good incumbent brand name can be 

overcome by (costly) introduction campaigns, including for example product trials, ad-
vertising campaigns and availability of good information (in some countries, compara-
tive advertising is allowed).  
 
Overcoming the brand-name barrier is very time- and money-consuming. Many exam-
ples can be found in the telecommunications industry. Not many consumers are eager 

to switch from the former monopolist to alternative (mobile) telecom suppliers, since 
the price difference is small and the risk of losing quality performance is perceived to be 
quite large. Alternative suppliers have introduced their services at relatively low prices, 
in order to win over customers. Only when their market penetration is high enough 
(and when they have built their own brand name), they can raise prices to a competitive 
level. This process takes a lot of time and money. 

 

Relat i on wi th other  ba r r ie rs  to  entry  
Product differentiation: Producers use their brand name to differentiate their prod-

ucts from competing products. 
Gaps and asymmetries of information: Brand name is based on imperfect consumer 
information. Information asymmetries occur between incumbents and entrants, but also 
between buyers and suppliers (incumbents and entrants). 
Advertising: Advertising is an important instrument to build and to overcome brand 
name. 

Customer loyalty: The sole purpose of brand name is to create customer loyalty. 
 

Measurement of  the  ba rr ier 
Brand name is a relatively subjective item that differs between individual consumers. 
Brand name is hard to measure. Some measure of brand name could be cross elasticity, 
being the effect of price increases or decreases of one product on the sales volume of 
an alternative product. 

 
As a deliberate strategy to build a strong brand name is usually based on promotion, 
the cumulative advertising cost that are related to positioning a brand could be used as 
a proxy for brand name. Alternatively, the overall advertising cost or maybe even all sell-
ing expenditures could serve as a proxy for brand name. 
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3.7 Capital requirements 

Desc r ipt i on of  the bar r ie r  
Companies that want to enter into a certain market usually have to make investments. 
These investments can range from renting an office, through office equipment and ini-
tial wages for employees, to the setting up of an entire plant. To finance the expendi-

tures that come along with these investments, a certain amount of financial capital is 
required. 
 
It is well known that new firms face more difficulties to gather the required capital than 
it is for existing firms, either within or outside the target industry. Especially the need to 
invest large financial resources in order to enter a certain market constitutes a large bar-

rier to entry (Bain, 1956; Eaton and Lipsey, 1980; Harrigan, 1981; Porter, 1980; Kara-
kaya and Stahl, 1989; Shepherd, 1997; Matthyssens et al., 1998). This barrier is espe-
cially high in capital-intensive industries (Porter, 1980; Harrigan, 1981). Examples of 
these industries are automotives, oil refining, pharmaceuticals, etc. 
 
Capital requirements are likely to be a higher barrier for new firms than for existing 

companies (Kleiweg and Lever, 1996). The capital-requirements barrier works in two 
ways: 
1 For start-up companies (or existing companies differentiating into another industry,) 

it is often difficult or impossible to persuade financers to invest in the new venture. 
When a company cannot get a loan, it is often impossible to make the investments 
required to enter. 

2 If the company can get a loan, the risk perceived by the financers is often higher 
than for the existing company: the latter has already proven that it has the capacity 
to make profits. This higher perceived risk might lead to higher interests rates, 
which in turn lead to higher cost and a competitive disadvantage. 

 
Capital requirements are generic to an industry. Being structural components of the at-

tractiveness of an industry to enter, required capital is one of the traditional barriers to 
entry. Harrigan (1981) and Karakaya and Stahl (1989) found that the required capital is 
a significant entry deterrent. However, this conclusion was not confirmed in other re-
search (Harrigan, 1983). Also, Acs and Audretsch (1989) found no empirical evidence 
that capital intensity had a negative influence on the net entry into industries. 
 

Size  e f fects  
The extent of required capital is related to the nature of the industry. E.g., mining and 
manufacturing industries usually require large investments, whereas the required capital 
for retail, commercial services and catering companies is much smaller. Also, start-ups 
and small companies will usually face more difficulties raising the required capital for 
investments than existing and larger companies do (Kleiweg and Lever, 1996). Several 
reasons can be identified for this phenomenon. First, smaller companies will have little 

equity or other resources of their own that can serve as securities for a bank loan. 
Therefore, they will usually have to attract capital from credit suppliers. Second, these 
credit suppliers usually charge higher interest rates compared to smaller companies due 
to the higher perceived risk associated with the transaction. 
 

Sus ta inabi l i ty  of  the barr ie r 
High levels of required capital give incumbents and already existing entrants (i.e., en-

trants that were previously active in other industries) an advantage over start-ups. In-
cumbents and existing entrants already have a cash flow from other activities whereas 
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start-ups will have to obtain the needed funds from loans. However, Acs and Audretsch 
(1989) argue that industries where substantial amounts of capital are required do not 

present a barrier to entry because the existing firms had to raise and presumably must 
continue to raise funds for capital investments, just as new entrants should. This argu-
ment does not hold, since the question is not whether the starting points of companies 
are equal or not, but whether, given the current situation, new entrants face obstacles 
for entering an industry. The decision about entry into an industry will depend on the 
attractiveness of the industry in terms of expected return on investments. This attrac-

tiveness will be different for the existing company and the new entrant. 
 
Although required capital is traditionally labelled a structural barrier, Porter (1980) poin-
ted out that required capital can also be used strategically as a deterrent of entry. For 
example, telecommunications companies invest huge sums of money in their infrastruc-
ture in order to create national coverage of their services. At this moment, it is not 

possible for a telecommunications company to enter the market without offering na-
tional coverage. Hereby, the existing companies have raised the required investment (= 
required capital) needed to enter their market. 
 
The height of required capital is quite constant in most industries. However, industries 
with a high degree of technological development, or industries that face radical innova-

tions in production methods, might face decreasing capital requirements for new en-
trants. An example of such industries is business services, cheap computers have de-
creased the need to invest in relatively expensive labour. Moreover, technological devel-
opments have led to a sharp decrease in prices of computers over the last two decades. 
 

Poss i bi l i t i es  for  avoiding the barr ie r 
There are several ways to get round the barrier of required capital. One of the most ob-

vious ways for start-up companies is to lease capital goods instead of buying them. This 
is not less expensive, but relieves the acute need for capital. The lease fees can be fi-
nanced over time, from the cash flow. 
 
Another way of preventing that capital requirements become an entry barrier is through 
timing. If incumbents pay a relatively high interest rate, it might be worthwhile for en-

trants to wait for a period with low interest rates. Entering the market at the right time 
might give smart entrants an advantage over incumbents with expensive loans. 
 
Also, alternative sources of financing can be found. Porter (1980) gives an example of 
the oil industry, where suppliers of crude oil are dependent on transportation to refiner-
ies. Therefore, they are willing to finance costly oil-transportation vessels. This creative 

way of financing could be copied in other industries as well. A third way to get round 
the barrier of required capital is to introduce innovative and less costly production 
methods than existing competitors. This is in line with Han, Kim and Kim’s (2001) con-
clusion that capital requirements, switching cost and distribution-access barriers fail to 
pose a significant hurdle against innovative entry. A fourth method is when foreign 
companies that have already invested money in plants in their home country, enter into 

the market. Their acute capital requirements are lower since they have already invested 
in a plant. 
 

Relat i on wi th other  ba r r ie rs  to  entry  
Economies of scale: When large economies of scale exist, usually high investments are 
required. The size of entry is a trade-off between economies of scale and cost of capi-
tal. 
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Absolute cost advantages: Suppliers (either incumbents or entrants) with serious cost 
advantages (for example because of technological developments) may require less ex-

ternal capital. 
Investment risk: Obviously, the cost of capital are linked with investment risk. High 
capital requirements and high-perceived investment risk will multiply the cost of capital. 
Sunk cost: If an industry has high structural sunk cost, entry usually requires a lot of 
capital. 
 

Measurement of  the  barr ie r 
Since the introduction of the concept of required capital, various authors have tried to 
measure this barrier. Examples of empirical studies of required capital include Harrigan, 
1981 and 1983; Robinson and McDougall, 2001; Han, Kim and Kim, 2001; Kleiweg and 
Lever, 1996; Acs and Audretsch, 1989. 
− Harrigan (1981) uses the following measure: 1/M * total value of industry plant, 

property, and equipmentt-1 where M equals the number of establishments responsi-

ble for 50% of the industry’s value of shipments. 
− Harrigan (1983) uses the capital-to-labour intensity ratio, being calculated by divid-

ing the employee turnover ratio by the net plant turnover ratio. 
− Robinson and McDougall (2001) operationalise capital requirements as the gross 

book value of depreciable assets per employee for each venture’s entered industry. 
− Han, Kim and Kim (2001) use a questionnaire in which they ask what the minimum 

level of required capital is for an organisation to operate in the industry, accompa-
nied by a five-point Likert scale where ‘very high levels’ and ‘very low levels’ are the 
two extremes. 

− Kleiweg and Lever (1996) use the (deflated) depreciation per employee as a meas-
ure for capital requirement.  

− Acs and Audretsch (1989) use the capital-labour ratio, being defined as the total 

capital stock divided by total employment. 
− Karakaya and Stahl (1989) mailed a decision-making exercise designed to model 

executives’ decisions related to market-entry barriers to executives in 60 companies. 
− Comanor and Wilson (1967) used a measure, based on the average output level of 

plants at estimated minimum-efficient scale, multiplied by the ratio of total assets 
to gross sales for the industry. 
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3.8 Causal ambiguity 

Descr i pt ion of  the ba r r ie r  
Very often, the exact strategic path towards the building of specific competitive advan-
tages or actions is very hard to identify. On many occasions, people have great difficulty 
explaining how or why certain company assets became strategically important and even 

what exactly these strategically important assets are. This vagueness is referred to as 
causal ambiguity. Mosakowski (1997) refers to causal ambiguity as the uncertainty of 
decision-makers about which actions will more likely lead to successful performance for 
their firms. Many researchers discussing causal ambiguity take a resource-based view of 
the firm (Wilcox, King and Zeithaml, 2001; Alvarez and Busenitz, 2001; Reed and DeFil-
lippi, 1990). Causal ambiguity is ambiguity about the link between firm resources and 

sustained competitive advantage (Wilcox, King and Zeithaml, 2001; Reed and DeFillippi, 
1990; Barney, 1991). Causal ambiguity can prevent potential competitors from imitat-
ing a firm’s strategic advantages because it makes it hard to identify what to imitate 
and how to imitate (Alvarez and Busenitz, 2001; Wilcox, King and Zeithaml, 2001; Reed 
and Defillippi, 1999; McEvily et al., 2000). As such, it can pose a barrier to entry for 
firms seeking to copy the strategies of successful incumbents (Reed and Defillippi, 

1990). 
 
Causal ambiguity refers to ambiguity among competitors about a firm’s factors for suc-
cess as well as to ambiguity among a firm’s own employees. Wilcox, King and Zeithaml 
(2001) state that ambiguity among employees (especially middle-management) can ac-
tually be quite valuable in sustaining overall ambiguity; they contend that when a firm 

itself has a hard time identifying the sources of its success, it will be next to impossible 
for competitors to do so. Others, however, are convinced that high levels of ambiguity 
among employees will ultimately disrupt factor mobility (the transfer of knowledge or 
resources within the organisation) and the efficient use of competitive assets hence 
merely constitutes a liability for the existing firm (Reed and Defillippi, 1990; Mosa-
kowski, 1997). Reed and Defillippi emphasise that a firm should be able to always iden-

tify their competitive assets in order to maintain them. 
 
Wilcox, King and Zeithaml (2001) identify two types of causal ambiguity: linkage ambi-
guity and characteristic ambiguity. The former refers to ambiguity among decision-
makers about the link between competency and competitive advantage (i.e., the diffi-
culty of identifying which competencies add to the firm’s competitive advantage). 

Characteristic ambiguity focuses on the characteristics of the competitive resource itself 
(i.e., the difficulty of identifying and recognizing the competence itself and describing 
it). For example, a certain strategic competence may be easily identified as being of 
great strategic value (its linkage ambiguity is low since its strategic importance is easily 
linked to the overall competitive advantage of the company) but it may at the same 
time be difficult to identify how this competence is acquired or what it really is and 

where in the organisation it resides, i.e. what its characteristics are (its characteristic 
ambiguity is high since the way to build the competence is unclear). Characteristic am-
biguity is said to be high if a competence has many ambiguous characteristics, such as 
tacitness or location in company culture, which make it difficult to identify the 
competence. The importance of characteristics is also emphasised by Reed and Defillippi 
(1990) and McEvily et al. (2000). They refer to tacitness, complexity and specificity as 

the most important characteristics.  
 

Size  ef fects  
The general conception is that the degree of causal ambiguity experienced by a firm will 
depend on the number of linkages and levels of communication (i.e., the complexity) of 



48  

the firm. It is generally agreed, therefore, that divisionalised (or similarly organised) 
firms will experience very high levels of causal ambiguity as a result of their high level of 

complexity. Extending the complexity argument, many scholars contend that the level of 
causal ambiguity simply increases with a firm’s size. This is disputed however, amongst 
others by Mosakowski (1997), who states that it is the complexity of a firm’s interaction 
with its environment rather than its internal complexity that matters. Not a firm’s size 
then is important, but rather the interdependency between the firm and its environ-
ment. 

 

Sus ta inabi l i ty  of  the barr ie r 
Wilcox, King and Zeithaml (2001) have discovered that a mix of low linkage ambiguity 
and high characteristic ambiguity is preferable. Under these circumstances, manage-
ment of the existing firm can, because of the low linkage ambiguity, easily identify 
which competencies are important and communicate these among employees. The ap-
parent risk that competencies will be imitated because of a low level of linkage ambigu-

ity is offset by a high degree of characteristic ambiguity, This will make it hard for com-
petitors to identify the details of a company’s competitive assets, even if general strate-
gic fundamentals are known. Wilcox, King and Zeithaml (2001) attribute great value to 
the role of middle management, which, in their view, has the duty of communicating 
demands for competencies throughout the firm.  
 

Causal ambiguity can present a firm with tremendous competitive advantage, especially 
when the nature of the competencies involved is tacit, specific and complex (Wilcox, 
King and Zeithaml, 2001; Reed and Defillippi, 1990; McEvily et al., 2000) and makes 
these competencies even harder to identify and imitate. As such, it can mean a signifi-
cant advantage for incumbents over entrants. On the other hand, a high degree of 
causal ambiguity may also result in difficulties for the incumbent when attempting to 

transfer knowledge or resources within the organisation (Mosakowski, 1997; Wilcox, 
King and Zeithaml, 2001; Reed and Defillippi, 1990). Furthermore, causal ambiguity 
(especially when it is tacit, complex and specific) may cause a firm’s structure of compe-
tencies to remain unchanged through time. The phenomenon may become a trap, mak-
ing a firm less responsive to the need for strategic change. Causal ambiguity may dis-
rupt organisational learning and improving performance over time (McEvily et al., 

2000). Interestingly, Alvarez and Busenitz (2001) consider corporate learning a catalyst 
of causal ambiguity. They state that learning increases the absorptive capacity (the abil-
ity to recognise external information and put it to a commercial use) of firms, and thus 
the level of causal ambiguity. 
 
In order to sustain the continuous advantage derived from causal ambiguity, incum-

bents should continuously invest in factors that create ‘ambiguous’ competencies (Reed 
and Defillippi, 1990; Barney, 1986; McEvily et al., 2000). They should offer entrants a 
‘moving target’ by constantly upgrading their strategies (Reed and Defillippi, 1990) and 
investing in competencies that are known to be ambiguous to competitors. Incumbents 
should be especially aware of the threat of substitution (i.e., the replacement of strate-
gic competencies by entirely new concepts, thereby rendering the original, ambiguous, 

competencies useless). McEvily et al. (2000) present a strategy to prevent substitution, 
consisting of three dimensions: firms should engage in continuous improvement (im-
prove their own performance by constantly keeping check with the drivers behind supe-
rior advantage), lock-in (create switching costs for suppliers and customers) and market 
deterrence (actively scare off entrants by making credible threats).  
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Poss i bi l i t i es  for  avoiding the barr ie r 
As stated before, causal ambiguity can damage the incumbent. If ambiguity is also high 
among a company’s own employees, this may disrupt factor mobility. Also, causal am-

biguity may result in lower levels of corporate learning and responsiveness to strategic 
change. Supposing that, because of a high degree of ambiguity among its own em-
ployees, the incumbent firm is unable to efficiently continuously invest in maintaining 
the right competencies, the strategic advantage may erode over time. Fierce competi-
tion may speed up this process (Reed and Defillippi, 1990; McEvily et al., 2000; Barney, 
1986). As Reed and Defillippi (1990) state, the cumulative effect of competition con-

tinuing over time may aid competitors in overcoming barriers to imitation. Entrants may 
therefore choose to engage in aggressive competition in any number of ways. 
 
Another strategy may be to create a substitute for the strategic competencies of the 
incumbent (Barney, 1986; McEvily et al., 2000). This probably requires a low level of 
linkage ambiguity (Wilcox, King and Zeithaml, 2001), enabling the entrant to at least 

identify which areas of competence are important. By developing its’ own efficient 
characteristically ambiguous methods to create these competencies, the entrant may 
devise more effective strategies than the incumbent, thus replacing (substituting) the 
incumbent’s ambiguous competencies (Barney, 1986). According to McEvily et al. 
(2000), the use of alternative capabilities (resources), management practices and busi-
ness models may make old systems obsolete. Technology is considered quite important 

in this respect. Entrants may invest heavily in developing new technologies; a techno-
logical breakthrough may allow them to improve efficiencies (and become cost leaders) 
or facilitate superior differentiation (Reed and Defillippi, 1990). 
Finally, McEvily et al. (2000) discuss the possibility of incumbents and entrants working 
together. Firms may agree to share their knowledge, if entrants agree to avoid the in-
cumbent’s share of the market (for instance, by focusing on fringe markets). This strat-

egy may minimise the mutual risk, i.e. the entrant’s risk of facing an inimitable compe-
tency and the incumbent’s risk of facing aggressive competition aimed at eroding his 
strategic competencies. 
 

Relat i on wi th other  ba r r ie rs  to  entry  
Know-how: Know-how has many of the characteristics that are associated with char-
acteristic ambiguity. Know-how is a good example of a strategic competence that will 
generally be considered an ambiguous asset. 
Cultural distance: Company culture is noted by many researchers as being an asset 

with a high level of ambiguity, much as know-how (Barney, 1986). 
Experience advantages: Assets with a high degree of ambiguity, such as know-how 
and culture, often indicate a certain amount of experience dominating routines and 
manners in the company. 
Research and development intensity: Investment in research and development may 
aid a firm in bringing about new technologies that may replace the incumbents’ strate-

gic competencies. 
Speed (and radicalness) of technological change: Fast and radical technological 
change may erode the competitive advantage derived from competencies with high lev-
els of ambiguity. 
 

Measurement of  the  ba rr ier 
By its very nature, causal ambiguity is hard to measure. One can of course observe an 

incumbent’s strategic position and determine to what extent this position is based on 
competencies that are ambiguous. It is hard to say, however, how to measure this am-
biguity. This will mostly be done by interviewing employees about their interpretation 
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about the phenomenon and the role it plays in their company. Wilcox, King and 
Zeithaml (2001) used interviews among top management and middle management to 

determine the importance of causal ambiguity in a number of industries. 
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3.9 Control over strategic resources  

Descr i pt ion of  the ba r r ie r  
Competitive advantage over rivals, rather than the industry structure, is the primary 
source of inter-firm differentials in profits (Grand, 1991). According to the resource-
based view, competitive advantage derives form the resource position of the firm. Al-

though few resources are productive on their own, resources are a prerequisite to pro-
duce. Without resources, a firm cannot meet the demands of the market. A firm’s re-
sources should be exploited strategically in order to sustain the superior competitive po-
sition. 
 
The types of resources needed are quite diverse. Economic theory introduced three 

types of resources: capital, labour and raw materials. The resource-based view of the 
firm added some more intangibles, such as assets and skills (Hall, 1992), capabilities, 
organisational processes, information and knowledge (Barney, 1991). Strategic re-
sources can be defined as the tangible and intangible inputs that enable the firm to sus-
tain competitive advantage over its current competitors and the potential new entrants. 
This concept is connected to the theory of essential facilities. If a firm refuses to deal 

essential facilities, these facilities (resources) can be a source of competitive advantage. 
For example: access to the national telecommunications network for alternative service 
suppliers, or rights to use the infrastructure of the national airport for foreign airlines 
(Cabral, 2000). 
 
Access to strategic resources, such as raw materials, contributes to firms’ cost advan-

tages over (potential) competitors (Karakaya and Stahl, 1989). Control over strategic 
resources implies that incumbents can withhold these resources from entrants, thus 
preventing them from entering the market (Shepperd, 1997). Patents and government 
concessions are examples of formal (legal) control over resources (respectively control 
over knowledge and control over raw materials). Mining companies that obtain a con-
cession to exploit a certain area, for example, control this resource entirely.  

 
Though concessions and patents reflect the structural setting of an industry, manage-
ment literature has recently focussed on obtaining sustained competitive advantage. 
Control over strategic resources is one way to reach such sustainable competitive ad-
vantage (Grant, 1991). Therefore, control over strategic resources can be either a struc-
tural characteristic of an industry or a strategic tool of individual companies. 

 

Size  ef fects  
Literature on the effect of firm size on the possibilities to control strategic resources is 
not apparent to us. However, it is obvious that larger companies have more possibilities 
to control resources. Either these firms have more financial power to buy the best raw 
materials, the best skilled employees or superior machines, or their bargaining power 
towards suppliers is larger than the bargaining power of smaller companies. Also, it is 

more difficult for smaller companies to protect their patents, knowledge base, etc. 
 

Susta inabi l i ty  of  the ba rr ier 
Control over strategic resources is a strategy designed to gain competitive superiority. 
Control implies that one sole firm possesses (access to) a certain strategic resource, or 
essential facility. However, several firms could control different resources. Control over 
strategic resources is only a sustainable competitive strategy as long as competitors and 

potential entrants don’t have the opportunity to gain control over even better resources 
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(for example, when a vertically integrated supplier forces its competitors to access the 
market through other (better or cheaper) distribution channels). 

 
Sustainable control over a certain resource depends on the type of resource and the type 
of control. For example: control over labour is less durable than control over a location, 
while control through rent or concession might be less durable than control through 
ownership of a profitable location. In order to sustain its competitive advantage, re-
sources should be valuable, rare, durable, imperfectly imitable and unsubstitutable. 

 

Possi bi l i t i es  for  avoiding the  barr i er 
Possession of control over strategic resources is a very effective barrier. New entrants 
often have no alternatives. A recent example where control over strategic resources re-
frained a company from entering the market was the building of a new North-South 
subway line in Amsterdam. Here, the city council invited several construction firms to 
tender. The only foreign company had to decline the invitation, because the domestic 

companies had exclusive access to resources needed. 
 
However, control over strategic resources may induce innovative developments by po-
tential entrants to gain access to even better resources. An example of surpassing the 
barrier comes from the Dutch road-building industry. In the 1980s, a cartel of road 
builders possessed exclusive access to the asphalt supply. In order to enter into the 

market, a newcomer had to build its own asphalt plant. This plant was obviously of the 
latest technological standards and the newcomer entered the market successfully (NRC-
Handelsblad, 22-8-2002). 
 

Rela t ion wi th other  bar r ie rs  to  entry  
Absolute cost advantages: Control over strategic resources will result in cost advan-
tages. 
Availability of skilled labour: Skilled labour is one of the strategic resources. 
Experience advantages: Experience and knowledge are forms of intangible strategic 

resources. 
Market experience: Experience and knowledge are forms of intangible strategic re-
sources. 
Vertical integration: Vertical integration may be a way to acquire strategic resources. 
Patents: Patents may be a way to protect strategic resources. 
Government licences: Government licences may be a way to protect strategic re-

sources. 
Government policy: Governments may intervene when suppliers abuse their control 
over strategic resources, but governments could also allocate strategic resources (min-
ing concessions, taxi licences, etc.). 
 

Measurement of  the  barr ie r 
For as far as we know, only one author has tried to approach the concept of control 

over strategic resources in a large-scale empirical research (case studies left out of con-
sideration). Richard Hall (1992) measured the perceptions of CEOs of the role that (con-
trol over) various intangible resources play with respect to the success of their busi-
nesses. In order to measure the importance of the resources, he carried out a nation-
wide survey in the U.K. However, the context of this survey was not the subject of entry 
barriers, but of firm performance. 
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3.10 (Transaction) Costs of operating in foreign markets 

Desc r ipt i on of  the bar r ie r  
When entering a foreign market, the entrant is faced by extra cost compared to domes-
tic suppliers. Some of these extra costs may derive from practical problems, such as 
translating product information, adapting to legal requirements and export formalities. 

Trade barriers such as import tariffs and import quotas are other barriers of entering a 
foreign market. Neither domestic incumbents nor domestic entrants bear these costs. 
 
Calori and De Woot (1994) have segmented the globe in several cultural blocks. 
Barkema, Bell and Pennings (1996) argue that (transaction) costs of foreign entry might 
be lowest for countries within the same cultural block. Furthermore, they suggest there 

is a learning effect concerning the operating costs in foreign markets. 
In the context, one might consider the observation that the globalisation, when Foreign 
Direct Investments are taken into account, has greatest impact on rising levels of FDI 
within the Triad of the United States, Japan and (Western-)Europe. 
 
The extra costs of operating in foreign markets can be considered as transaction costs, 

while the motives for operating in a foreign market can be the lowering of production 
costs (comparative advantages) or the seeking of a market.  
 

Size  e f fects  
As far as the costs of operating in foreign markets are fixed (e.g., translation of manuals 
and consumer information, adapting to foreign cultures, etc.), there is a strong relation-
ship between the size of entry and the height of the barrier. The more products are ex-

ported, the lower the cost per product. Obviously, there is a size effect for the variable 
cost, such as tariffs and transportation cost. The ratio between fixed and variable cost 
of operating abroad varies per industry. 
 

Sus ta inabi l i ty  of  the barr ie r 
While Barkema, Bell and Pennings (1996) suggest a learning effect, this implies that 
some of the extra costs are only temporary. While potential reduction of production 

costs or market perspectives have a luring effect, entrants with capital to overcome the 
higher costs in the first period will not be scared away easily. 
 

Possi bi l i t i es  for  avoiding the  barr i er 
To avoid the barrier to entry, the entering firm can decide to co-operate with local 
partners or to hire local human resources, but it always remains to be seen whether all 
of the extra costs can be eliminated. All of the various forms of internationalisation 
have to be considered when seeking for the optimal internationalisation strategy: licens-
ing, export, trans-national joint venture, transnational acquisition of takeover, 

greenfield investment. 
 

Rela t ion wi th others  ba rr iers  to  entry  
Experience advantages: Extra costs can be reduced when companies learn to operate 
within the new culture. 
Cultural distance: Cultural distance is another (severe) entry barrier associated with 
the entering of foreign markets. 
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Measurement of  the  ba rr ier 
Measuring this barrier ex ante seems to be very difficult while every case will have dif-
ferent costs. 
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3.11 Cultural distance 

Desc r ipt i on of  the bar r ie r  
Culture has many definitions. In this research, we focus on the cultural differences be-
tween regions/countries and not on the different cultures that exist within one society. 
With respect to cultural barriers to foreign entry, we find an interesting definition with 

Madsen (1994). He defines culture as the attitudes, preferences and the way of doing 
things. 
 
When a supplier and his potential customer have different attitudes, preferences and/or 
ways of doing things, this might result in a barrier to entry. Cultural barriers occur spe-
cifically when the supplier and the purchaser are from different nationalities or even 

from different continents. Cultural differences can result in (amongst others): 
− Different national tastes, which implies that customers and consumers have prefer-

ence for certain nationally produced components and products (for example, with 
regard to food, beverages, fashion, etc.). 

− Communication barriers: purchasers and suppliers are only able and willing to co-
operate with ‘their kind’. Also language could form a severe hindrance to operate 

in a foreign market. 
− Distinct national ways of doing things. In relation to entry, this might include na-

tionally distinct government and business structures, legal obligations, ways of do-
ing business, and criteria for awarding contracts. 

− Culturally distinct mental barriers towards foreign suppliers. Suppliers are focussed 
on local, regional and national markets since they are unwilling to cross borders 

due to the expected expenses, the troubles, a lack of confidence in the openness of 
public tenders, etc. (Madsen, 1994). 

 
These different types of cultural differences may result in barriers to entry, especially for 
foreign firms. These foreign firms will have to adapt to the local culture, but local sup-
pliers always have more experience with the local culture, which gives them an advan-

tage over the entrant. 
 
Some countries produce entrepreneurs that are more adverse of international expansion 
than others (Madsen, 1994). Besides, theory and practice show that some cultures are 
more distant than others (Barkema, Bell and Pennings, 1996). Authors such as Calori 
and De Woot (1994) propose a multi-level cultural segmentation. Only taking the west-

ern industrial system into account, the highest level they distinguish is the diversity be-
tween Japan - U.S.A. - Europe. Within Europe, they distinguish four more levels of seg-
mentation. Research of cultural differences is diverse in itself, but the most important 
contribution is still the work of Geert Hofstede (1980). 
 

Size  e f fects  
Large companies are not necessarily better capable of dealing with cultural distance 

than are small companies. Thus there is no univocal relationship between size and the 
cultural barrier. But it could also not be argued that small and medium-sized enterprises 
(SMEs) are more flexible than large corporations in coping with cultural differences. 
SMEs often don’t even take the step to cross cultural expansion because they have 
enough to worry about already. 
 

Sus ta inabi l i ty  of  the barr ie r 
Cultural differences are highly sustainable, yet hiring local employees (with international 
experience) may diminish the initial entry barrier that cultural differences impose. 
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Poss i bi l i t i es  for  avoiding the barr ie r 
Overcoming cultural distance is a matter of ‘learning’ by expanding gradually into cul-
tural space. A ‘centrifugal’ strategy - starting with markets close to the entrant’s own 

cultural background and gradually expanding into markets that are more distant - is 
more successful than a random internationalisation (Barkema, Bell and Pennings, 1996). 
 
There are various strategies a company can follow to become active on a market with a 
different cultural background. Exporting, licensing, a takeover, greenfield investments, 
or joint ventures with domestic suppliers are some examples. Although one would as-

sume that cultural distance can be overcome easily by the taking-over of a local sup-
plier, Barkema, Bell and Pennings (1996) argue that that is not always the case. Com-
panies that take over a foreign competitor or which enter into an international joint 
venture face a cultural difference not only between host county and home country, but 
also between their own corporate culture and the corporate culture of the partner sup-
plier. The authors call this phenomenon ‘double-layered acculturation’ (Barkema, Bell 

and Pennings, 1996). The question remains whether the benefits of the takeover (ac-
quiring managerial skills, an established market position, access to resources and distri-
bution channels, one competitor less and no extra competition added to the industry) 
outweigh the (high) cost of adjusting to the other company.  
 

Relat i on wi th other  ba r r ie rs  to  entry  
Market experience. 
 

Measurement of  the  ba rr ier 
Various authors, among which Hofstede (1980), Kogut and Singh (1988), and Ronen 

and Shenkar (1985) have developed instruments to measure cultural differences be-
tween countries. However, these measures are not always valid for measuring the cul-
tural distance between a firm and the target market. Some firms are so flexible with re-
gard to international business, that cultural differences don’t form a barrier to entry at 
all, whereas other firms operating in the same markets face much more troubles. 
 

Hofstede (1980) conducted a lot of field research and came up with the following four 
items for describing culture: individualism, masculinity, power distance and uncertainty 
avoidance. On the basis of this system, he divided Europe into four regions with cultural 
similarity: a Germanic group (Germany, Austria and Switzerland); a Scandinavian group 
(Sweden, Finland, Norway and Denmark); an Anglo-Saxon group (Britain and Ireland) 
and a relatively heterogeneous Latin group (France, Belgium, Spain, Portugal and 

Greece). 
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3.12 Customer loyalty 

Desc r ipt i on of  the bar r ie r  
Loyal customers are the ultimate weapon when defending one’s market share against 
new entrants. Loyal customers are less sensitive to differences in price or quality. It 
takes a relatively large difference in price or quality to win over an incumbent’s loyal 

customers. Customers do not always act rational. They might like to switch products, 
just because they want to change their routines and patters. Moreover, various re-
searches show that more and more customers make their final purchase decision inside 
the shop. Decreasing customer loyalty seems to be a general trend, the number of cal-
culating customers who are constantly seeking the best deal with respect to price and 
quality seems to be increasing. 

 
Customer loyalty is increased by imperfect information, by emotional buying behaviour 
and by perceived risk associated with switching. Customers who feel an emotional bond 
with a certain product or service (like a barbershop), or consumers who are to a certain 
extent dependent on a supplier (dentist, doctor) will be more loyal. Also when switching 
costs are involved (with respect to out-of-pocket expenditures, effort or transfer of in-

formation), customers might be more loyal to the incumbent supplier. It is difficult for 
(new) competitors to win over loyal customers from a rival supplier. 
 
The problem with customer loyalty, however, is that it is difficult to be made explicit 
beforehand. Customers only appear to be loyal after the introduction of a new brand. 
Thus, customer loyalty as such is not a barrier; but the perceived loyalty, or the commu-

nication about customer loyalty by the incumbent, could serve as a barrier to entry. 
 

Size  e f fects  
Up to now, no research about the effect of company size on customer loyalty is avail-
able. Yet, there is reason to assume that there is an important size effect. Larger com-
panies are better able to build brand name, which increases customer loyalty. 
 

Sus ta inabi l i ty  of  the barr ie r 
Customer loyalty is often said to be enhanced by selling expenditures in general, and 
advertising in particular (Harrigan, 1983; Robertson and Gatignon, 1991). Selling cost 
and advertising could be brought into action as weapons to create loyalty, for example 
by trying to establish an emotional bond with customers (consumers). Moreover, adver-
tising can be brought about instantly when an entrant threatens the market share of an 
incumbent firm. 

 

Possi bi l i t i es  for  avoiding the  barr i er 
Customer loyalty costs money. Examples are air-miles schemes, loyal customer discounts 

and special discounts for cardholders. The costs of creating loyal customers have to be 
discounted in the product price. New entrants might have cost advantages because they 
do not (yet) have customer-loyalty schemes. These cost advantages could result in a 
lower price and this could be a stimulus for customers to switch to the new entrant. 
 

Rela t ion wi th other  bar r ie rs  to  entry  
Customer loyalty is related to barriers to entry that can be used to create loyalty. These 

barriers are advertising, brand name, selling expenditures, and (emotional) switching 
cost. 
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Measurement of  the  ba rr ier 
A good indicator of customer loyalty is the repeated purchase rate. Another indicator 
would be the level of supplier switching by customers within a certain period of time, or 

as a percentage of the total amount of purchases done. A third measure is the cross 
elasticity of various products within the same market. 
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3.13 Customer-switching costs 

Desc r ipt i on of  the bar r ie r  
Customer-switching costs have generally been recognised as a more or less important 
barrier to entry (Porter, 1980; Shepherd, 1997; Karakaya and Stahl, 1989). In many 
markets, customers switching suppliers will incur certain costs. These costs are related 

to the relationship-specific investments that buyers must make in order to deal with 
specific suppliers (Farrell and Shapiro, 1988). Often, for instance, time has to be spent 
learning how to use a new product delivered by a different supplier. Also, buyers may 
have acquired complementary products that will become unusable once the buyer se-
lects a new product from a different supplier. These costs are examples of customer-
switching costs; they result from a consumer’s desire for compatibility between a cur-

rent purchase and a previous investment. Klemperer (1992) identifies six categories of 
switching costs: (1) need for compatibility with existing equipment, (2) transaction costs 
of switching suppliers, (3) costs of learning to use new brands, (4) uncertainty about the 
quality of untested brands, (5) discount coupons and similar devices, and (6) psycho-
logical costs of switching.  
 

Since the level of customer-switching costs will in many cases prevent an existing cus-
tomer from selecting another supplier, customer-switching costs allow incumbents to 
push up price levels in a certain market without the risk of losing customers. This ability 
to influence prices constitutes a substantial advantage for the incumbent. Existing sup-
pliers have a degree of monopoly power over their repeat purchasers (Klemperer, 
1992). The customer is effectively locked into the equipment (or service) supplied by the 

incumbent. Any prospective entrants would have to spend heavily to help new custom-
ers switch from their old equipment (Shepherd, 1997). High customer-switching costs 
will effectively increase brand loyalty and customer dependence on existing suppliers. 
 
Although customer-switching costs are historically regarded as a barrier to entry, some 
research seems to indicate that a certain level of switching costs can actually facilitate 

entry. According to Wang and Wen (1998), an entrant can sometimes attract a portion 
of high-demand customers by charging a (low) price that the incumbent is unwilling to 
match. Assume that no price discrimination will occur at any time. For the incumbent, 
retaining only the low-demand customers at a higher price may then be more profitable 
then lowering the overall price level. Farrell and Shapiro (1988) state that the incum-
bent’s unwillingness to cut his price will enable new entrants to attract new and un-

committed buyers. Large economies of scale, however, may help the incumbent to re-
main in control of the dominant share of the market. Klemperer (1992) describes this 
‘trade-off’ as the strategic choice of a firm to either invest in market share by charging 
a low price that attracts new customers or harvest profits by charging high prices that 
capitalise on existing market share.  
 

Size  e f fects  
The effect of customer-switching costs is mostly related to the extent to which a sup-
plier is able to maintain the dependency of his customers. Generally, company size has 
little effect on a company’s ability to create or maintain this dependency; rather, this is 
a matter of technology and marketing. Large companies, however, will often be better 
able to raise funds to capitalise on the opportunities for maximizing switching costs (for 
instance, by developing complementary products). Large financial resources will also 

provide for more opportunities to cut prices in order to attract high-demand customers 
or new customers. There is some coherence between the effect of customer-switching 
costs and the nature of the market. According to Karakaya (2002), industrial markets 
offer more opportunities for using customer-switching costs as a means to increase 
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brand loyalty because of the perceived risks involved in the purchase of industrial prod-
ucts, such as machinery or equipment. Clearly, most technology-intensive markets (such 

as computers or automobiles) will, because of the technological complexity involved, 
offer more opportunities for creating supplier dependency than will markets for more 
straightforward products (such as detergents or foodstuffs). 
 

Susta inabi l i ty  of  the ba rr ier   
As stated by Klemperer (1992), the main effect of customer-switching costs is to give 
firms some monopoly power over their existing customers and thus create the potential 

for monopoly profits. Customer-switching costs offer incumbents an opportunity to in-
crease prices to a certain level without losing customers. In general, incumbents will 
choose to maintain these high price levels, even if this means that a small amount of 
(new) customers will be lost to entrants cutting their prices (Farrell and Shapiro, 1988; 
Klemperer, 1992; Wang and Wen, 1998). They may however lower their prices tempo-
rarily to attract new customers, in which case they will often increase the switching 

costs for these consumers in a later period. In the Dutch telecommunications industry, 
for instance, prospective mobile-phone buyers will often incur no costs at the moment 
of purchase but will pay more at a later time (e.g., the phone will be for free, but costs 
of subscription will be higher).  
 
Companies can devise a number of strategies to increase the dependency of their cus-

tomers. One important strategy is the marketing of a line of interdependent and com-
plementary products (Karakaya, 2002). Computer manufacturers, for instance, are often 
keen to supply hard- and software that will only function when used together, thus 
forcing customers to buy both hard- and software from the same supplier. Product dif-
ferentiation can help incumbents to increase existing brand loyalty of customers, ac-
cording to Karakaya (2002) and Schmalensee (1982). This is debated by Klemperer 

(1992), who argues that when multiple firms use product differentiation, this may in 
fact cause customers to buy from more than one firm (apparently in defiance of the 
presence of switching costs) in order to increase product variety. Klemperer (1992) 
agrees, however, that firms selling a single product are at a serious disadvantage vis-à-
vis ‘full-line producers’ when it comes to using customer-switching costs as a strategic 
tool.  

 
Finally, switching costs may be created and maintained in a very artificial way. Incum-
bents may, for instance, offer repeat-purchase discounts to loyal consumers (Klemperer, 
1992).  
 

Poss i bi l i t i es  for  avoiding the barr ie r 
When preparing to invade a market where customer-switching costs are high, entrants 
have a choice to either invade the existing market (i.e., concentrate on competitors’ 
market shares) or to seek out fringe markets that are not yet being efficiently supplied. 

As pointed out before, a certain level of switching costs may actually facilitate entry into 
such fringe markets, because incumbents cannot charge high prices to exploit their ex-
isting customers and at the same time charge low prices to compete with entrants for 
new customers (Farrell and Shapiro, 1988; Klemperer, 1987). Klemperer (1992) notes 
that this effect will occur mostly in markets with rapid growth or turnover of customers. 
The entrant would have to concentrate on certain portions of high-demand buyers or 

prospective buyers. He should then be prepared to cut prices drastically vis-à-vis the in-
cumbent in order to acquire his share of the market. Dependent on the type of market, 
this strategy may require substantial (financial) resources and the acceptance of consid-
erable losses during start-up. In addition, the entrant should always take into account 
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that an incumbent with sufficient economies of scale may choose to accept the en-
trant’s challenge rather than concede potential buyers to the competitor. Large enough 

economies of scale may enable the incumbent to supply both existing and new custom-
ers. 
 
Alternatively (when focusing on the existing market instead of a fringe market), the en-
trant can attempt to mitigate the effect of customer-switching costs using product dif-
ferentiation. Since product differentiation adds to a customer’s brand loyalty, an enter-

ing firm with differentiation advantages can make it easier for existing customers to 
switch brands (Karakaya, 2002). Furthermore, in markets that are subject to fast tech-
nological change, an entrant may invest heavily in R&D and technological know-how to 
develop new systems and products, thereby changing the nature of the industry. Such 
newly developed products should be marketed to new buyers at first and can later be 
used to steal away customers from the incumbent suppliers.  

 

Rela t ion wi th other  bar r ie rs  to  entry  
Brand loyalty: A high level of customer-switching costs will add to the customer’s 
(non-voluntary) brand loyalty because it increases the supplier dependency of the cus-
tomer. It should be noted that here by ‘brand loyalty’ we refer to the rational choice of 
a consumer for a certain brand, as opposed to the psychological and emotional type of 
decision that is normally considered when discussing this barrier.  

Speed and radicalness of technological change: Fast and/or radical technological 
change can alter the very nature of products and manufacturing and, therefore, of a 
market. Since customer-switching costs are closely related to the dependency of cus-
tomers on certain products or product lines, new technology (offering new and differ-
ent products) can offer a way to circumvent the barrier. 
Product differentiation: The value of customer-switching costs as an entry deterrent 

can be enhanced by differentiation of the product, for instance by offering a diversified 
line of related (complimentary) products and supporting features. This increases cus-
tomer lock-in and makes them loyal to their current suppliers (Karakaya, 2002). Product 
differentiation can also be of use when entering a market with switching costs. 
Price level: The amount of switching costs directly influences the equilibrium price level 
(Scheffman and Spiller, 1992; Klemperer, 1992); the two variables are positively corre-

lated. High customer-switching costs will enable an incumbent to push up price levels. 
(Dynamic) Limit-pricing: By influencing the level of switching costs, the incumbent is 
able to directly affect the limit price (the price directly above which entry would be at-
tracted) of the industry.  
 

Measurement of  the  barr ie r 
Customer-switching costs are defined as those costs that a customer would incur if he 
were to change suppliers. In general, switching costs can be interpreted as the differ-
ence between the original equilibrium price level and the maximum price level a sup-

plier can demand without losing the customer (Farrell and Shapiro, 1988). As Klemperer 
(1992) points out, the exact level of switching cost is in part determined by the cus-
tomer’s psychological and emotional characteristics and will differ for every single case. 
There is quite some research available on the impact of switching costs on the levels of 
competition in different models of oligopoly, the best known of which is Kemplerer 
(1987, 1992). In general, most researchers conclude that limited levels of switching 

costs increase short-term competition for prospective customers, whereas in the long 
run, greater levels of switching costs will lead to a new price-equilibrium.  
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Shy (2002) presents a formula for determining the value of switching costs, based on 
the prices of all competing brands which are known. These prices will be such that the 

so-called ‘undercut proof property’ is satisfied. In this equilibrium, no firm can raise its 
price without being profitably undercut by other firms and no firm can increase profit 
by undercutting other firms. Undercutting here is defined as charging a price that is be-
low the competitor’s price minus that competitor’s switching costs (the undercutting 
firm effectively finances the customer’s switching costs). If the ‘undercut proof prop-
erty’ is satisfied, switching costs S of firm I are calculated as a function of the prices and 

market shares of the target firm and the ‘undercutting’ firm. This results in the follow-
ing formula: 
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(where I represents the firm under consideration, 1 represents the competitor who at-
tempts to undercut I, p represents the respective prices, N represents the respective 
market shares).  
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3.14 Divisionalisation 

Desc r ipt i on of  the bar r ie r  
Multi-brand incumbent firms can have cost advantages over mono-brand entrants. 
These cost advantages derive from the possibility to share certain mutual (fixed) cost 
among these brands, whereas entrants who carry only one brand bear the full amount 

of these cost. 
 
Since multi-brand incumbents usually launch these new products through a new divi-
sion within the corporation, this strategy is often referred to as divisionalisation. Divi-
sionalisation is a manifestation of mutual cost. It can also be considered to be a specific 
example of absolute cost advantages, since certain fixed overhead cost have either al-

ready been written off, or can otherwise be distributed over a larger number of divi-
sions. Incumbents who introduce a new brand or product line thus employ their over-
head services more efficient than entrants could. According to Karakaya and Stahl 
(1989) and Schwartz and Thompson (1986), divisionalisation as a barrier to entry is ex-
pected to occur only in exceptionally profitable oligopolistic industries, though they do 
not give an argumentation for this statement. It might also be the other way around: 

divisionalisation raises a very high barrier to entry, resulting in high profitability. 
 
The introduction of a new brand within a certain product range by incumbents may 
pre-empt non-innovative entry. Incumbents should be able to launch a new product at 
lower cost than an entrant can, since they have already incurred certain overhead costs, 
such as promotion costs associated with the building of brand name (Schwartz and 

Thompson, 1986). According to Veendorp, divisions are typically allowed to make their 
own operating (price and output) decisions, but not their own (major) investment deci-
sions. He shows that this attribution of semi-independence is typically advantageous for 
divisionalised firms. Veendorp (1991) suggests that the entry-deterrent effect of divi-
sionalisation can be enhanced if it is complemented with ‘pre-emptive and centralised 
capacity decisions of the kind suggested by Dixit (1980) and others’. Example of advan-

tages of a divisionalised firm: Philips uses only one worldwide marketing campaign and 
one global distribution network to sell its batteries, light bulbs and TV-sets, whereas 
specialised competitors in these markets cannot share these fixed cost over as many 
products. 
 
Another way of looking at divisionalisation is that a divisionalised firm incorporates part 

of the capital market. Divisionalisation is especially interesting when the capital market 
is malfunctioning and the corporation is able to finance certain activities against lower 
cost than the capital market would. For example, because the corporation is better able 
to calculate the risks associated with certain investments than the financers are. After 
all, the corporation might have more experience in the markets than the financers. This 
translates into lower cost of financing, which in turn gives the divisionalised firm advan-

tages over new (mono-brand) entrants. 
 
Third, divisionalisation brings about specific advantages when a company is active in 
connected markets. Certain firm resources (such as knowledge, capacity or capital) can 
be applied several times, thus generating more revenues than they would when applied 
in only one market. Examples are widespread, and this phenomenon is best illustrated 

with some examples: the content company Endemol was taken over by media corpora-
tion Telefonica, and media corporation TimeWarner took over America OnLine (AOL). 
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Size  ef fects  
There seems to be a considerable size effect: the larger a company, the wider it can 
spread the (fixed) overhead cost, and thus the larger the cost advantages are. Karakaya 

and Stahl (1989) argue that the barriers of divisionalisation occur in highly profitable 
oligopolistic markets only. Schwartz and Thompson (1986) show that divisionalisation 
has occurred most prominent in the three most profitable industries of the 20th century: 
automobiles, liquor and consumer packaging. 
 

Susta inabi l i ty  of  the ba rr ier 
This barrier applies to industries where structural (fixed) overhead costs are relatively 
high, and where the differences in size of establishment between existing companies 
and new entrants are relatively large. Structural (fixed) overhead cost are the cost that 

all parties in the market have to bear, such as promotion cost or distribution cost. These 
cost become a competitive advantage only if they are fixed to a large extent and are 
independent of company size. 
Obviously, there is an optimal level of divisionalisation, since too large companies bring 
about all sorts of additional co-ordination expenses. However, divisionalisation is not 
necessarily the most profitable entry-forestalling strategy (Schwartz and Thompson, 

1986). 
 

Poss i bi l i t i es  for  avoiding the barr ie r 
Divisionalisation is a barrier only in industries where incumbents are large, structural 
overhead cost are high and potential entrants are small. Entrants who equal the size of 
the incumbents may achieve the same mutual cost advantages that the incumbents 
have. But when the incumbents are relatively large, entry at a size that equals the size 

of the incumbents induces supply to rise and prices to fall. This could eliminate the po-
tential profits, and thus avoiding the barrier is not always possible. (For example: the 
global automobile industry: entry at the level of GM is impossible since it would require 
an enormous amount of capital and would flood the market with such excess supply 
that prices would drop drastically.) 
 

Another way to avoid the barrier of divisionalisation would be to find a way to lower 
the overhead costs, or to find a niche market where the dominant firm is not active. 
This could, for example, be done by innovation in the distribution network or by cutting 
promotion cost to zero and become a price fighter. 
 

Relat i on wi th other  ba r r ie rs  to  entry  
Economies of scale: As with economies of scale, divisionalisation is concerned with 

spreading certain fixed overhead cost over as many products as possible. 
Absolute cost advantages: The sharing of mutual cost results in absolute cost advan-
tages. 
Advertising: Advertising is one of the types of mutual cost that could be shared (brand 
advertising) 
Brand name: A strong brand name of the corporation may contribute to the advan-

tages of divisionalisation, yet the new division may also endanger the brand name of 
the corporation. 
 

Measurement of  the  ba rr ier 
Up to date, no research is apparent to us where the divisionalisation barrier has been 
described or measured. Yet, Schwartz and Thompson (1986) do give a theoretical ap-
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proach to calculating the height of the barrier, depending on the number of divisions, 
the cost (price) function and the overhead function of the firm: 

 
Cost function: 
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Theoretical result: 
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Where: 
C = cost function 

Qi = firm i's output 
Ki = firm i’s non-salvageable capital stock 
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F = fixed, non-salvageable entry cost 
Ek = number of entering firm’s divisions 

D’t = number of new divisions since Dt

o 
P = price 
π = expected present value 
a = level of demand 
i = number of firms 
j = number of divisions within the firm 

t = date 
τt = time 
c = average production cost. 
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3.15 Dynamic limit-pricing 

Desc r ipt i on of  the bar r ie r  
When responding to threats of entry, many incumbents make use of pricing strategies. 
Bain (1951, 1956) has done much work to develop the research into pricing as a strate-
gic tool. Most notable is the concept of ‘limit-pricing’ (Bain, 1951, 1956; Modigliani, 

1958; Mann, 1966; Kamien and Schwartz, 1971). According to this notion, the core of 
any incumbent’s price strategy is to set the price just below the level at which entry 
would be attracted, the so-called limit price. This limit price then is the maximum price 
that incumbents could apply without inducing entry. The optimal price-output policy in 
the face of threatened entry will involve prices that are below the short-run monopoly 
level, but still above the level that would prevail after entry (Milgrom and Roberts, 

1982: 443). Limit-pricing is only possible if there are other barriers to entry. 
Bain’s (1951, 1956) original theory suggests that incumbents have two general options, 
dependent on the threat of entry and time needed to enter. When the incumbent’s po-
sition is strong and barriers to entry are high, the typical response will be to deter any 
attempt at entry by lowering prices just beneath the limit price. The price can be set to 
the average cost of the most efficient potential entrant1. When the incumbent’s posi-

tion is weak and entry is likely, the strategy will be to maximise profits in the short term 
by heavily increasing price levels above the limit price. As a result, companies will enter 
the market and the price will drop after entry.  
 
The original theory is essentially static (Geroski et al., 1990). For instance, it excludes 
the possibility to partially allow entry (that is to allow certain firms to enter and to deter 

others at the same time). It also does not take into account the possibility of intra-
industry differences (that is, differences between segments in the same industry) or the 
possibility of competition among incumbents. The model is also accused of over-
simplifying the way in which incumbents and entrants will make their strategic choices. 
In essence, the model presents existing firms with just two general possible responses to 
the threat of entry and leaves no room for hybrid forms of response. Additionally, the 

behaviour of potential entrants is simplified in the same way. Modigliani (1958) has 
suggested that the assumption be made that entrants will typically expect incumbents 
to maintain their pre-entry output after entry occurs. Then static limit-pricing would de-
ter entry because entrants would expect the post-entry price to really be below their 
cost level. Flaherty (1980), however, deems these expectations irrational on the grounds 
that there are no adjustment costs in these models and any entrant would immediately 

drive prices below all firms’ costs. 
 
Over time, a new framework for pricing strategies has developed. This notion is also 
based on the principles of limit-pricing, but it contends that pricing strategy can only be 
determined in a dynamic framework. This theory, called dynamic limit-pricing, was 
originally developed by Gaskins (1971). At the core of his notions is the dependence of 

the rate of entry into a particular market on the current product price.  
 
Entry will lower the dominant firm’s position, i.e. a dominant firm with a high price 
level and profit is sacrificing some future profit through the erosion of market share be-
cause new companies will enter the market. Therefore, optimising dominant firms will 
ultimately decline if they have no substantial long-run cost advantage. However, steady 

market growth mitigates the decline of the dominant firm and causes the long-run price 

 

1
 If the limit price is below the average cost of the incumbent, one speaks of predatory pricing. See 
Bolton et al. (2000) for an overview on predatory pricing. 



 69 

to be above the average cost of production. The model of Gaskins also has other impli-
cations. Lowering existing barriers to entry (e.g., mandatory licensing of a vital patent) 

may result in higher short-run prices (Gaskins, 1971: 314). A policy to increase the re-
sponsiveness of potential entrants to price signals by improving the information flow 
would lower prices, both in the short-run and the long run. If, however, the dominant 
firm enjoys substantial long-run cost advantages, this will result in larger market shares 
for this firm. Flaherty (1980) brings the dynamic limit-pricing model further by taking 
the scale of entry and the industry development stage into account. Based on her 

model, she concluded that whenever current sales are a small proportion of industry 
demand, no entry barriers will be in effect. Furthermore, whenever limit-pricing barriers 
to entry are effective, the successful entrants will begin with large output rates. 
The empirical evidence for limit-pricing is very weak (Thomas, 1999). Masson and 
Shaanan (1982) do not find empirical support for static limit-pricing. They do find weak 
support for dynamic limit-pricing. 

 

Size  ef fects  
The most important size effect has to do with the size of the entrants in relation to in-
dustry output. If the entrants are relatively small, entry will have no effect on the price 
after entry. In this case, limit-pricing is only a viable option for the incumbent; it has a 
cost advantage over the entrants (structural based). 
If entrants are relatively large, entry will have an effect on the industry output and the 

price level after entry. Endogenous barriers become more important in this case. The 
price after entry has to decrease to absorb the extra output brought to the market after 
entry. If this post-entry price is below the average cost of the entrant, it will be not 
profitable for the entrant to enter the market (blockaded entry). The incumbents can 
raise their price above the equilibrium price. In other situations, entry is only impeded if 
entry prevention is backed up with credible commitments (an action which is in the self-

interest of the incumbent after entry which makes entry not profitable anymore).  
 

Susta inabi l i ty  of  the ba rr ier 

In case of small-scale entry, limit-pricing is only sustainable to the extent it is backed up 
with cost advantages of the incumbent (based on structural barriers). Limit-pricing in 
case of large-scale entry is based on endogenous behaviour of the incumbent. In some 
cases, entry can be blockaded because of the market characteristics (incumbents’ opti-
mal output exceeds the limit output). In other cases, it depends on the credibility of the 
threats and commitments of the incumbent. If the commitments are credible, entry is 

impeded, if they are not credible, entry is not impeded, i.e. entry is possible. The limit 
price falls if demand becomes more elastic and the market increases in size. The limit 
price rises when economies of scale become more important. 
 

Poss i bi l i t i es  for  avoiding the barr ie r 
The entrant has several opportunities to avoid this barrier. These possibilities have to do 
with the underlying mechanisms that make that limit-pricing work. For small-scale en-

trants, it is important that the cost disadvantage is solved. New, more efficient produc-
tion technologies may be developed, access to efficient distribution channels may be 
secured, etc. In short, the aspect on which the cost advantage of the incumbent is 
based has to be neutralised.  
For large-scale entrants, it has to do with the behaviour of the incumbent and the 
credibility of the threats/commitments. If the commitments are credible, entry is im-

peded, if they are not, entry is possible. To influence the extent to which the incum-
bents can use a strategy of limit-pricing depends on the ability of entrants to influence 
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market conditions like elasticity, market growth and the importance of economies of 
scale. Presumably, this ability is relatively limited. Therefore, it is difficult to avoid the 

barrier. 
If the entrant commits to a small market share, the incumbent is less likely to use price, 
advertising or new products to limit or deter entry. In this case, the entrant is more 
likely to be accommodated (Thomas, 1999). 
 

Rela t ion wi th other  bar r ie rs 
Absolute cost advantages: The existence of this barrier determines to what extent 

limit-pricing can be used in case of small-scale entry. 
Economies of scale: If economies of scale are large, this provides more opportunities 
for the incumbents to use limit-pricing. An entrant will bring relatively much output to 
the market that result in a lower post-entry price. The larger the extra output, the larger 
the price reduction. This may make entry not profitable anymore.  
Gaps and asymmetry of information: Information is important for the entrant for its 

entry decision. Especially information on the cost level of the incumbent is important. If 
the cost level of the incumbent is lower than the cost level of the entrant, entry may be 
not profitable. If there is uncertainty about the right level, also the entry decision be-
comes uncertain. Important authors on this issue are Milgrom and Roberts (1982) (es-
pecially on the cost of the incumbent). 
Expected retaliation of incumbents: The expected reaction of the incumbents will be 

taken into account. If the incumbent has a aggressive reputation in a multi-period 
game, this allows the incumbent to have a higher limit price. 
Advertising: Preventing entry can be based on pricing but also on advertising. 
Advertising can also be used to signal incorrect information about the cost level of the 
incumbent and by doing so influence the entrants’ decision.  
 

Measurement of  the  barr ie r 
Most studies on dynamic limit-pricing are based on game-theoretical models. This 
means that there are no empirical measures. Masson and Shaanan (1982) tested the 

existence of dynamic limit-pricing by looking at the development of profit and market 
share over time. 
 

References 
Milgrom and Roberts (1982); Bolton, Brodley and Riordan (2000); Geroski et al. (1990); 
Van Witteloostuijn (1986); Bunte (1997); Gaskins (1971); Flaherty (1980); Mason and 
Shaanan (1982). 



 71 

3.16 Economies of scale 

Descr i pt ion of  the ba r r ie r  
According to Stigler (1968), economies of scale constitute the relationship between firm 
size, measured in units of output, and production costs in the broadest sense. Economies 
of scale refer to the phenomenon of the decline of production and distribution costs per 

unit of output when firm or plant capacity is increased. Such efficiencies may be the re-
sult of greater specialisation and purchasing-for-production scales (the so-called pecuni-
ary economies) and savings from the use of specialised machinery, labour and manage-
ment functions (the so-called real economies) (Bain, 1956). Shepherd (1997: 14) also 
mentions physical law (e.g., greater pipelines) as a source of economies of scale. 
 

In order to fully exploit scale economies, a firm's capacity should be at a level where 
costs are minimal. Firms operating on this part of the cost curve are said to be on the 
efficient scale and to have an optimum size (Bain, 1956; Stigler, 1968; Yip, 1982). There 
may, customarily, be a fairly wide range of optimum sizes, meaning that the cost curve 
may be rather flat around the point of efficient scale (Stigler, 1968; Bain, 1956). The 
lowest possible efficient level of output is called the minimum-efficient scale (MES). At 

the firm level, this most efficient level is called the minimum-efficient plant size (MEP)1. 

According to Bain (1956), economies of scale are significant when MES is a significant 
fraction of the total scale or capacity in the industry. 
 
In figure 5, the effects of economies of scale are presented. Economies may be small (as 
in curves A and B) or large (curves C and D). Extreme scale economies (curve D) cause 

natural monopoly with room for only one efficient firm. Curve C may be a natural oli-
gopoly. Curve A leaves much room for natural competition and curve B leaves room for 
competition, but one firm can also produce efficient so this is indeterminate. 

 

1
 MEP is measured by the following methods: the average size of all plants in the largest Census of 
Production size class, the average industry plant size, the mid-point of the size distribution (i.e., the 
plant size above which is produced 50% of industry output), the average size of the largest plants 
responsible for 505 of industry output, and the plant size of firms who on average operate about 
1.5 plants (assumption: firms producing at the true MEP will be equally likely to operate one or two 
plants). 
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figure 5 Different average cost curves, with different room for competition 

 Source: Shepherd (1997; 49). 

Scale economies can function as a certain barrier to entry (Bain, 1956; Yip, 1982; 
Geroski et al., 1990). Entrants entering with capacity below MES clearly incur cost dis-
advantages vis-à-vis efficient firms. Entry at or even near the optimal scale, however, 
will typically lead to lower prices and thus lower profit levels. The latter effect occurs 
because of the sudden increase of supply associated with entry and is greater with 

higher levels of MES relative to the total industry capacity (Yip, 1982).  
When MES is large relative to total industry capacity, entrants will either suffer higher 
than minimal cost, or face decreased selling prices. This view is debated by amongst 
others Geroski et al. (1990), who find that, under certain circumstances, existing firms 
may decide to (partly) accommodate entry. When MES constitutes only a small part of 
total industry capacity, scale economies will either be non-existent or of no importance 

(Schmalensee, 1981, and Perrakis and Warskett, 1986). 
 
The above described mechanism (entry near or at MES will cause a decrease of selling 
prices, especially if MES is great relative to industry size) is commonly known as the 
'percentage effect'. The second main entry-inhibiting effect of scale economies is the 
need for large capital requirements at high levels of MES (Bain, 1956). When MES is 

high, entrants will need to invest substantial funds in order to be able to produce effi-
ciently. 
 

Size  e f fects  
There is little concrete information available on the sizes of optimal plants or firms. Bain 
(1956) considers the largest plant sizes in an industry as effective maximum estimates of 
minimum optimal plant scales. He finds that, in large markets, the optimal plant does 

not supply over 7,5 percent of the market in 70 percent of the cases. In small markets, 
the optimal plant supplies over 10 percent of the market in half of the cases and over 
25 percent in 30 percent of the cases. This indicates that MES relative to industry size 
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and thus the effect of scale economies is greater in smaller markets. Schmalensee 
(1981) and Perrakis and Warskett (1986) also find that economies of scale are most im-

portant in small markets with high MES. 
 

Susta inabi l i ty  of  the ba rr ier 
The percentage effect described above functions as a deterrent to entry. Potential en-
trants typically expect, on account of significant economies of scale, a lower than cur-
rent selling price or a higher than minimal cost after entry. Modigliani (1958) refined 
the reasoning by arguing that entrants expect incumbent firms to maintain their output 

at pre-entry levels, thus causing supply to increase and prices to drop. It is this assump-
tion of entrants considering pre-entry prices as an indication for the post-entry situation 
that is at the basis of the concept of limit-pricing, introduced by Bain (1956).  
 
It is argued that the threat of price decrease after entry will deter entrants to such an 
extent that incumbents may raise their prices somewhat without having to fear entry. If 

prices become so high that an entrant might expect to make a profit, however, entry 
will be induced. The maximum entry-forestalling price is called the limit price. As stated 
before, the assumption that entrants believe incumbents to maintain their pre-entry 
levels of output (i.e., there is no accommodation of entry) is crucial in this theory. Limit-
pricing also depends on an incumbent's changes in output to influence prices (Bain, 
1956). When faced with entry, existing firms will typically fix output at such a level that 

prices will drop under the pre-entry price but remain above the price that would exist if 
output were unchanged. An incumbent's ability to implement such a strategy depends 
on his cost advantage over entrants, his level of output relative to the total industry 
output and the credibility of his threat to maintain output levels after entry. According 
to Bain (1956), large enough economies of scale provide the incumbent with these ad-
vantages, making the scale-economy barrier essential for applying limit-pricing.  

 
For some definite insights on the value of scale economies and limit-pricing as barriers 
to entry, we may perhaps look to Schmalensee (1981), who (very much like Bain did 
originally) finds that deterring entry through fixed output is not profitable in the ab-
sence of scale economies. In line with other research (e.g., Dixit, 1980; Scherer, 1984) 
Schmalensee (1981) argues that the profits derived from scale economies may at most 

equal the capital-flow cost of minimum-efficient scale capacity (MES relative to total 
industry output). For U.S. firms, this capacity is small, amounting to just 10 percent in 
1984. This leads Schmalensee (1981) to conclude that economies of scale, by them-
selves, cannot be considered very important as such for U.S. industry in general. Build-
ing on Schmalensee's findings, Perrakis and Warskett (1986) argue that economies of 
scale may be important in the case of large demand fluctuations, since this increases 

MES. They further state that in small industries, these MES levels are considerably 
higher relative to the industry volume, so economies of scale may be of more impor-
tance there. It should be noted that the original theory by Bain (1956) also identified a 
direct relationship between the importance of scale economies and the size of MES. 
 
Stigler (1968) states that, since in many industries both small and large firms persist, the 

effect of economies of scale does not seem very important. Geroski et al. (1990) also 
argue that entry difficulties because of scale economies may be more the exception 
than the rule. Much has to do with the relatively small levels of MES. Where economies 
of scale are important, their effect may be increased by raising selling expenses (most 
notably advertising) and thus capital requirements (Yip, 1982). 
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Possi bi l i t i es  for  avoiding the  barr i er 
When considering the original notions on scale economies and limit-pricing, the easiest 
way to avoid the use of these barriers by incumbents is for an entrant to refrain from 

increasing capacity in the main market. This can be done by entering on a negligible 
scale, through a takeover or by entering a fringe market. Differentiation can be useful 
in avoiding the scale-economy barrier. When entering niches, firms do not need to build 
the same large plants as would be required in the main market because of MES (Yip, 
1982). Not only will the percentage effect not apply to the niche market but also capi-
tal-requirements barriers will be lower.  

 
Of course, when an entrant has sufficient funds at its disposal, it may attempt to enter 
a market with high MES. Stigler (1968) has argued that when the capital-requirements 
barrier is overcome and the entrant is able to produce at MES, economies of scale cease 
to be a barrier. If prices decrease as a consequence of entry, this will presumably affect 
the entrant as much as the incumbents since all operate at MES. This reasoning appar-

ently does not take into account the effect of remaining additional barriers such as sell-
ing expenses (e.g., advertising) which may constitute an advantage for incumbents (Yip, 
1982).  
 
On the concept of limit-pricing, clearly incumbents’ responses are not as straightfor-
ward as the original theories would suggest. There may be occasions on which existing 

firms will choose to accommodate entry rather than fight it and maintain output at pre-
entry levels. Entrants should seek to understand an incumbents’ motivations and at-
tempt to calculate these responses.  
 
Finally, it should be noted that aforementioned research has found the impact of scale 
economies in large industries to be limited. Often, MES is small relative to industry ca-

pacity. Not only may this mitigate the capital-requirements effect of the barrier, but also 
additions to industry capacity by a new firm operating at MES and subsequent price de-
creases will not be so huge. Entrants might consider entering a market where MES is 
small.  
 

Rela t ion wi th other  bar r ie rs  to  entry  
Capital requirements: Effective and therefore high levels of MES cause capital re-
quirements to be substantial; the capital-requirements effect is one of the two major 
entry-inhibiting effects of economies of scale. 

Absolute cost advantage: Entrants not operating at MES will incur a cost disadvan-
tage vis-à-vis existing firms. The cost advantage of operating at MES contributes to the 
so-called percentage effect of economies of scale. 
Limit-pricing: Providing the incumbent with the needed capacity and cost advantages, 
sufficient scale economies may enable and enhance limit-pricing strategies. 
Selling expenses: The increase of selling expenses for entrants may add to the effect 

of the scale-economy barrier. 
Advertising: The increase of advertising as a selling expense may add to the effect of 
the scale-economy barrier. 
Excess capacity: As an extrapolation of the scale-economy and limit-pricing strategy, it 
has been suggested that firms may hold onto excess capacity, thereby threatening to 
flood the market upon entry. 

Experience advantages: The decline of production costs with greater levels of output 
may partly be the result of experience advantages at such production levels. 
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Measurement of  the  ba rr ier 
It is generally agreed that the significance of economies of scale as a barrier to entry 
depends on the level of MES capacity relative to total industry capacity. The greater 

MES relative to industry output, the greater the effect of the scale-economy barrier 
(e.g., Bain, 1956; Schmalensee, 1981). Research by amongst others Schmalensee (1981) 
and Scherer (1980) shows that for U.S. industry, the relative MES level does not exceed 
10 percent.  
 
Bain (1956) uses industry-census data and company executives’ response to question-

naires to determine MES. He collects data on the minimum-efficient plant as well as the 
minimum-efficient firm size. Considering plant size, he found the largest plant sizes in 
an industry to represent effective maximum estimates of minimum-efficient plant scales. 
Bain (1956) considers the average size of all plants in the largest size class in the indus-
try, as well as the maximum possible average size of the largest four plants in the indus-
try. In large markets, Bain (1956) finds, MES plants do not supply over 7,5 percent of 

industry output in 70 percent of the cases. In small markets, the MES plant supplies 
over 10 percent in half of the cases and over 25 percent in one third of the cases. As to 
MES firms, findings are less clear and Bain mostly relies on his survey among company 
executives; small but potentially significant multi-plant economies are identified in only 
3 of 20 cases.  
 

Geroski et al. (1990) and Lyons (1980) present some alternative measures for optimum 
plant size. Geroski et al. (1990) suggest the following methods: average plant size in 
the entire industry, mid-point of the size distribution (i.e., the plant size above which is 
produced 50 percent of industry output), average size of the largest plants responsible 
for 50 percent of industry output and average size of plants responsible for 50 percent 
of industry output. Lyons (1980) argues that firms producing at MES will be equally 

likely to operate one or two plants, thus MES is found by looking at actual plant sizes of 
those firms that, on average, operate 1.5 plants. Harrigan (1981; 396) uses the capital 
scale estimated by the reciprocal of the logarithm of gross plant turnover. Robinson and 
McDougall (2001: 670; see also Koch (1974)) suggest the gross book value of deprecia-
ble assets per establishment for each venture entered the industry. 
Stigler (1968) presents the survivor technique as a way to measure optimum firm size. 

First, firms are classified by size; then the share of industry output from each size class 
over time is calculated. If the share of a given class falls over time, the class presumably 
is becoming less efficient. The survivor technique measures a firm’s ability to cope with 
all the circumstances and goes beyond the study of cost of input per unit of output. 
Ilmakunnas and Topi (1999) found that scale economies form a significant barrier to 
entry for entering firms. They measure natural barriers to entry by the median firm 

turnover to total turnover of the industry (the median is assumed to measure the mini-
mum-efficient scale). Strategic barriers to entry are measured by the C5 concentration 
ratio as a proxy for strategic entry deterrence. If the C5 is higher, it will be easier for 
collusive coordination. 
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3.17 Excess capacity 

Desc r ipt i on of  the bar r ie r  
The difference between a firm’s real output and its (maximum) capacity is called excess 
capacity. Thus, a firm with excess capacity does not fully utilise its production means, or 
plants. Spence (1977) was among the first to indicate that excess capacity might be 

used as a barrier to entry. Incumbents who are not fully utilizing their plants may, when 
entry occurs, increase their output to maximum in an attempt to serve the whole mar-
ket and cut price levels, thus presenting the entrant with a serious cost disadvantage 
(Spence, 1977; Eaton and Lipsey, 1979; Harrigan, 1983). Lieberman (1987a) identifies 
two types of excess capacity: non-strategic and strategic. The former type refers to 
structural forms of plant under-utilisation as a result of cyclical demand or because 

plants are subject to economies of scale. In many industries, demand levels may fluctu-
ate over time, forcing firms to invest in excess capacity to be used in periods of peak 
demand. The motives for non-strategic excess capacity are often demand-curve related. 
In the case of strategic excess capacity, a firm seeks to deter entry by newcomers or 
pre-empt existing rivals through the threat of fierce competitive retaliation (Lieberman, 
1987a). 

 
Shepherd (1997) finds that excess capacity enables the incumbent to retaliate sharply 
and, more importantly, threaten retaliation credibly. However, the traditional notions on 
excess capacity as a barrier to entry are much criticised. Dixit (1980), for instance, con-
tends that the excess-capacity threat is not credible at all. He argues that profit-
maximizing firms will never maintain idle production capacity if they cannot be sure that 

entry will occur (obviously, if entry does not occur, under-utilisation of plants leads to 
diseconomies of scale and lower profits). Whereas Spence (1977) assumes that an en-
trant will always believe the incumbent to maintain his pre-entry capacity, Dixit (1980) 
finds that under certain circumstances the incumbent will not aim to become market 
leader and will avoid excess capacity. Lieberman (1987a) contends that excess capacity 
as a strategic tool suffers from severe limitations and is more often used in the non-

strategic way (as described before), although he does not rule out the possibility of 
blocking entry through under-utilisation. The contradicting insights on the strategic va-
lue of excess capacity raise serious questions as to the sustainability of this barrier to 
entry.  
 

Size  e f fects  
Excess capacity generally requires (financial) resources, sufficient to maintain a number 

of (temporarily) under-utilised production facilities. Holding strategic excess capacity 
means that a firm’s output will probably deviate from its minimum-efficient scale (MES) 
for no other reason than to deter potential entry. Small firms will not be willing to incur 
the losses associated with such a strategy nor will they be able to maintain a sufficient 
amount of unused production facilities. Moreover, if Spence’s (1977) theories on stra-
tegic excess capacity hold, the incumbent with entry-deterring excess capacity will be 

large enough to serve the entire market when using full capacity (otherwise, the strat-
egy would fail). Firms will therefore be rather large. This in turn facilitates collusion.  
 

Sus ta inabi l i ty  of  the barr ie r 
As stated before, there is no agreement on the extent to which excess capacity is used 
as a barrier to entry, or on the extent to which it is effective as such. Research by Hardi-
gan (1983) seems to indicate that, in the U.S. manufacturing industry, defending firms 

(incumbents) may attempt to pre-empt would-be competitors by keeping some level of 
capacity (by always building plants first and in the most appropriate available locations). 
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Incumbents can thus raise the level of required investments for their industry, making 
entry unattractive. Mathis and Koscianski (1996) present comparable findings concern-

ing the U.S. titanium industry. But although they contend that plant under-utilisation 
can be a barrier to entry, they found no proof that incumbents intentionally invest in 
excess capacity in order to use it as such. Most notably, they cannot prove that firms 
will deviate from their profit-maximizing behaviour to invest in excess capacity. 
Bain (1956) found no proof at all that excess capacity is used by incumbents to block 
entry and found only moderate proof that the phenomenon is the result of demand 

fluctuations. Lieberman (1987a) also describes the empirical evidence on the strategic 
use of excess capacity as weak. His research into the U.S. chemical industry shows that, 
in that industry, excess capacity is not commonly used as a barrier to entry. Firms main-
tain excess capacity mainly to accommodate demand variability and investment lumpi-
ness. According to Lieberman (1987a), the potency of excess capacity as a deterrent to 
entry is undercut by market growth and demand variability. Rapid market growth, espe-

cially when plant-construction times are long, may mean that levels of required capacity 
change so often that a firm cannot possibly determine the adequate levels of excess ca-
pacity. Also, sudden demand surges may absorb any available excess capacity. More-
over, Eaton and Lipsey (1981) indicate that capital depreciation threatens the effect of 
excess capacity: the limited life of capital may shorten the period over which the capac-
ity can be used.  

 
In short, there is no conclusive evidence on whether or not excess capacity is used as a 
barrier to entry and whether it is, or would be, effective as such. It is probably safe to 
say that firms often maintain levels of excess capacity but that their motives are mostly 
non-strategic. That is not to say that excess capacity may not pose a serious problem to 
entrants. If used effectively by the incumbent, excess capacity may result in a serious 

cost disadvantage for the entrant. According to Sørgard, an incumbent who uses excess 
capacity strategically may set his prices marginally below the entrant’s cost price and 
serve the whole market. This can result in a serious cost disadvantage and an increase in 
required investment for the entrant. Excess capacity facilitates collusive behaviour 
(Cowling, 1983). When incumbents work together, the threat of output increase and 
price cuts is more credible. Harrigan (1983) indicates that the excess-capacity instru-

ment should be well controlled or it may easily lead to price wars among incumbents. 
Excess capacity may then become an unwelcome exit barrier.  
 

Poss i bi l i t i es  for  avoiding the barr ie r 
As stated before, it is not clear whether excess capacity is widely used as a barrier to 
entry. If an incumbent does use his excess capacity strategically, however, according to 
Sørgard (1996), an entrant should always limit capacity, even if capital costs per unit are 

small, so as to avoid the trap of high initial investment in capacity. An entrant could 
seek out a fringe market in an attempt to signal that he is not threatening the incum-
bent’s market share. A high degree of product differentiation may help in accomplish-
ing this. Product differentiation with advertising might also help to increase product 
demand. The newcomer may be able to raise demand to such levels that the incum-
bent’s excess capacity is insufficient to serve the entire market, thus leaving room for 

entry. 
 
Furthermore, it should be noted that the advantages of excess capacity, such as they 
are, are closely connected to production and, as such, to technology. A prospective en-
trant may therefore aim to invest in improving production methods and technologies 
vis-à-vis the incumbent. New technologies may change the rules of the game and re-
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strict the effect of entry barriers that depend on older technologies, such as excess ca-
pacity. 

 
Collusion between incumbents may enhance the strategic effect of excess capacity. Of-
ten, however, free-rider behaviour or disputes among incumbents may render the collu-
sion unstable. As Harrigan (1983) noted, excess capacity can easily lead to price warfare 
among incumbents and the disintegration of collusion. The market will then become 
fragmented, making it easier for newcomers to enter and capture market share. Sør-

gard (1996) also discusses the possibility of collusion between entrants and incumbents. 
Since excess capacity may facilitate collusive behaviour and price deals (Cowling, 1983), 
an incumbent might be persuaded to join forces with the entrant against rival incum-
bents.  
 

Rela t ion wi th other  bar r ie rs  to  entry  
Capital requirements: An effective use of under-utilised plants as a barrier to entry 

may result in increased capital requirement for entrants if they choose to increase out-
put in response to the incumbent’s excess-capacity. 
Economies of scale: The existence of excess capacity usually means that an incumbent 
is not operating on a fully efficient scale (since capacity is left unused). This may have a 
negative effect on the credibility of the threat of excess capacity, i.e. entrants may not 
believe that an incumbent will purposefully forego the advantages of scale economies. 

Sunk cost: The costs of maintaining under-utilised plants will for a (small) part be sunk 
costs. This may serve to strengthen the credibility of the incumbent’s threat. 
Seller concentration: A high degree of seller concentration may facilitate collusion 
among incumbents, thus making the excess-capacity instrument easier to control. 
Price level: Traditional research finds that an incumbent, responding to entry by using 
his excess capacity, will probably cut prices and serve the entire market. Price levels and 

price warfare thus seem crucial for the strategic use of excess capacity.  
Speed and radicalness of technological change: The advantages of excess capacity 
are reliant upon production technologies and product characteristics and may thus be 
influenced by changes in these technologies. If technological change is fast and radical, 
causing production techniques to change, the advantages of excess capacity may be 
severely limited. 

 

Measurement of  the  barr ie r 
In general, excess capacity can, quite simple, be defined as a firm’s capacity less produc-

tion (Mathis and Koscianski, 1996). A more detailed definition, where a firm’s excess 
capacity is considered in relation to industry characteristics, is presented by Harrigan 
(1983). She determines the level of excess capacity by subtracting the practical capacity 
utilised from the minimum-operating scale (MOS). MOS refers to the optimal (or ‘engi-
neered’) capacity and is calculated as an estimate of the percentage of total designed 
plant capacity at which facilities are most likely to be operated when fully utilised.  
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3.18 Experience advantages 

Descr i pt ion of  the ba r r ie r  
The term ‘experience advantages’ refers to the phenomenon of corporate learning 
(both terms, the latter often simply referred to by ‘learning’ will be used interchangea-
bly in this chapter; as both terms refer to the same phenomenon). Over time, a firm 

gains experience in its methods of business (e.g., improvement in organisational issues, 
capital structures, selling methods, production methods). It is generally believed that 
increasing levels of experience may lead to more cost-effective business processes, thus 
presenting the firm with cost advantages (Lieberman, 1987b; Devinney, 1987; Spence, 
1981). Devinney (1987) identifies three dimensions of learning: learning-by-doing (a la-
bour-based phenomenon, referring to efficiency gained through repetition of tasks), 

firm efficiency (firm-specific efficiency gained through technological experience, organ-
isational improvements, etc.) and industry efficiency (industry-wide efficiency gains es-
tablished by the experience curve).  
 
The concept of the learning curve was originally used for purposes of production plan-
ning. Originally developed in 1966 by researchers of the Boston Consulting Group 

(BCG), it was adjusted in the mid-70s to aid in the development of corporate planning 
and pricing strategies. The general conviction is that, as a result of learning, a firm’s 
unit costs will decline with accumulated output or production (Spence, 1981). The rela-
tionship between unit costs and accumulated volume is called the learning curve. The 
fact that unit costs fall with output signifies a potentially sustainable cost advantage for 
incumbents (Lieberman and Montgomery, 1988; Lieberman, 1989). Experience advan-

tages of incumbents over newcomers may thus constitute a substantial barrier to entry 
(Lieberman, 1987b; Devinney, 1987; Spence, 1981).  
 

Size  ef fects  
Lieberman (1987b) contends that when the relative market share of a firm is very large, 
the firm’s visibility increases. The larger a firm, the more difficult it is for the firm to 
keep business methods and characteristics hidden from its competitors. The larger a 

firm becomes, the more likely it is that competitors will study it’s successes and the 
more likely that it’s successes will be imitated. The advantages of learning are thus said 
to dissipate when companies become larger, because with larger market shares learning 
effects will diffuse more easily (that is, learning will spill over to other companies in the 
industry). This may indicate that learning as a barrier is most effective in industries with 
small to medium-sized companies.  

 

Susta inabi l i ty  of  the ba rr ier 
Traditional research into the concept of learning has been criticised for its narrow focus 
on costs instead of profits (Devinney, 1987). Furthermore, it does not take into account 
the possibility of oligopolistic competition or entry. Also the important phenomenon of 
diffusion is, to a large extent, neglected. Diffusion is the extent to which learning ef-
fects do not remain exclusive to the firm (e.g., the incumbent), but also benefit com-

petitors (e.g., entrants). According to Devinney (1987), firms that produce efficiently 
and innovatively as a result of learning bestow positive externalities of their own learn-
ing on their environment (among which their competitors and potential entrants). The 
effects of learning, and thereby the characteristics of learning itself, become visible out-
side the company and may cause competitors to learn as well. Industry-wide learning is 
then increased, but at the cost of learning at the firm-specific level. The competitive 

value of firm-learning relative to industry-learning dissipates. As a consequence, the 
sustainability of (firm-specific) experience advantages depends heavily on the level of 
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diffusion (Lieberman, 1989; Devinney, 1987; Lieberman, 1987b; Ghemawat and 
Spence, 1985). It is found that high levels of diffusion result in low entry barriers. Low 

levels of diffusion mean that the firm is able to restrict the spill-over of learning effects 
to competitors. In that case, the firm’s learning curve is proprietary. With a proprietary 
learning curve, a firm can put up an almost insurmountable barrier to entry, resulting in 
possibly tremendous cost-advantages for the incumbent.  
 
The sustainability of the barrier is also very much dependent on the rate of entry. Fast 

entry may constrict learning effects in two ways: entry may constrain expansion and 
learning in the industry (limited demand leads to limited production leads to limited 
learning) and entry may cause firms to become more identical. According to Devinney 
(1987), ideally, the speed of learning is fast and the speed of entry is slow, thus facili-
tating the establishment of proprietary learning curves. Entry and diffusion are the main 
determinants of the effectiveness of learning as a barrier. If entry occurs continuously 

and diffusion is high, experience may barely create any cost-advantages at all.  
 
The level of learning advantages shapes the incumbent’s entry-deterring strategies. Cost 
advantages that result from a proprietary learning curve enable an incumbent to in-
crease its output efficiently. Large economies of scale add to the effect. A firm may 
then resort to aggressive pricing strategies (price cutting) to deter entry (Lieberman, 

1987b). With low diffusion, the incumbent may be able to block most attempts to enter 
the market. When levels of diffusion are high, cost advantages will be hard to realise 
since learning is an industry-wide phenomenon rather than a firm-specific phenome-
non. As more companies will be able to reduce prices and increase output, incumbents 
may opt for a more short-term strategic approach, focusing on short-term profits. 
 

Possi bi l i t i es  for  avoiding the  barr i er 
According to Devinney (1987), innovative production and development firms bestow a 
positive externality on their environment (thus also on their competitors). In other 
words, when an incumbent’s business methods and products are the result of processes 
involving learning, elements of this learning will be incorporated in their methods and 
products. A competitor can thus gain some (limited) insight into the characteristics of a 
firm’s learning simply by watching it conduct its business. This should not be underes-

timated. In any industry with high levels of learning, entrants could study incumbents 
carefully and attempt to benefit from their learning. This will of course be easier in in-
dustries with high levels of diffusion. The rate of diffusion, however, can in turn be in-
creased when entrants are keen on learning. Licensing can be an important catalyst for 
diffusion (Lieberman, 1989). Incidentally, entrants may obtain licences from incumbents 
allowing them to acquire a certain amount of learning advantages. It is suggested that 

when incumbents are non-collusive and do not trust each other, the incentive to grant 
licences to other companies or entrants is substantial. 
 
Learning was earlier described as the effect that makes unit production costs decrease 
over time. Efficiency gains related to production or output are often the result of tech-
nological advantages. Thus, technology is a major factor determining company learning 

levels. A shift in technology may destroy conventional technologies and thereby conven-
tional learning advantages (Lieberman and Montgomery, 1988). According to Lieber-
man (1987b), (proprietary) experience advantages are sustainable given that no funda-
mental technological changes occur. An entrant should therefore invest in the devel-
opment of new technologies and methods in an attempt to redefine the basis for learn-
ing.  
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Finally, one should note that experience advantages usually result in economies of scale 
and cost advantages for incumbent firms. In order to avoid the effects of an incum-

bent’s learning, an entrant must respond to the challenge posed by these two barriers 
as well. Economies of scale are closely related to the cost curve in an industry; an en-
trant should aim to alter this curve by becoming more cost-efficient. One way to offset 
the effect of incumbents’ cost advantages is by buying existing firms. The acquisition of 
existing firms may also result in the transfer of learning to the entrant.  
 

Relat i on wi th other  ba r r ie rs  to  entry  
Economies of scale: As a result of experience advantages, the incumbent firm may 
generate output more efficiently. Unit costs will decrease. This may result in economies 
of scale. 
Absolute cost advantages: Learning results in a decrease of unit costs, thus present-
ing the incumbent firm with absolute cost advantages. 
Speed (and radicalness) of technological change: Technology is often crucial for a 

company’s learning capabilities. If vital technologies change rapidly and/or fundamen-
tally, the basis for learning may change as well. 
Government licences: The licensing of crucial technologies or business methods to 
entrants may seriously diminish the competitive value of the incumbent’s learning. 
 

Measurement of  the  ba rr ier 
The typical form of the learning curve is derived from the following equation: 
 

( ) b
iii xcxc −= 0  

 
representing the firm’s short-run marginal cost c of firm i as a function of the accumu-

lated output x . 0c is the cost of the first unit and b is the so-called ‘learning elasticity’ 

which defines the slope of the learning curve. The above formula is valid when there is 
full proprietary learning and no diffusion occurs. It is the formula most commonly used 
when determining the learning curve.  
Lieberman (1987b) has developed a (quite simple) model for cases where diffusion oc-

curs. The equation is: 
 

( ) ( ) bssb
iii yxcxc −−−= 1

0  

 
where the afore-mentioned variables are the same as in the first equation, 

∑= ixy (the total industry cumulative output at the time) and s (varying between 0 

and 1) is the ‘fraction’ of each firm’s learning that diffuses into the industry common-

knowledge base. If 0=s , learning is fully firm-specific; if 1=s , diffusion is complete.  
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3.19 Gaps and asymmetry of information 

Desc r ipt i on of  the bar r ie r  
The two main barriers to entry associated with the information phenomenon are in-
complete information and information asymmetries. Incomplete information refers to a 
company’s inability to gain a fully accurate insight into actual market conditions. Con-

cerning the matter of entry, this may be translated into an entrant’s inability to fully and 
accurately predict the specifics of the post-entry situation, mainly because it lacks in-
formation regarding actual demand and cost conditions (Geroski et al., 1990; Milgrom 
and Roberts, 1982). Clearly, such uncertainties may adversely influence an entrant’s 
strategy. The entrant may make false assumptions or estimates, undermining his posi-
tion. Shepherd (1997) states that entrants inherently have less information than incum-

bents and that acquiring information may be costly. Not only is the lack of information 
a barrier by itself, it also increases the (investment) risk of the entrant and thus raises its 
cost of capital. 
 
Perhaps the most important effect of the information barrier is that it allows incumbent 
firms to engage in signalling. The lack of complete information among entrants enables 

incumbents, to a certain extent, to determine how they will appear to new firms. They 
may shape their reputation among these firms by signalling (Prabhu and Stewart, 2001; 
Clark and Montgomery, 1998; Milgrom and Roberts, 1987, 1982). Signalling may influ-
ence an entrant’s perception of the incumbent’s strengths. Since potential entrants will 
take such matters into account, the incumbent may be able to influence the entry deci-
sions or some part of the entry strategies. Firms may, for instance, deliberately signal 

that they are strong and willing to fight entry, in an attempt to scare off the entrant. 
They may even send false information (Prabhu and Stewart, 2001). The success of sig-
nalling depends for a great deal on the entrant’s level of information. If information is 
incomplete and not easily available, an entrant will easier tend to believe an incum-
bent’s signalling. Thus, for signalling to be successful, information should be incomplete 
(Clark and Montgomery, 1998). Milgrom and Roberts (1987, 1982) discuss the use of 

signalling as a basis for an incumbent’s price strategy. Their findings will be discussed in 
the next paragraph.  
 
Incomplete information among buyers may also be a barrier to entry. Schmalensee 
(1982) argues that buyers typically have incomplete information regarding the quality of 
an entrant’s product, simply because these products are new and still unfamiliar. Most 

buyers tend to prefer the incumbent’s product with which they are familiar and which 
they have learned they can trust. An incumbent’s reputation among buyers may add to 
the effect (Nayyar and Kazanijan, 1993). Incomplete information thus increases the ef-
fect of the product-differentiation barrier. In general, incomplete information translates 
to cost disadvantages for entrants. 
 

The concepts of incomplete information and asymmetry of information are often used 
interchangeably to address the issue of an ill-informed entrant facing an incumbent 
with superior information. The two do, in fact, differ. Incomplete information refers to 
the shortage of information, but it remains unclear (at least at first) whether this short-
age primarily concerns the entrant or incumbent or both. Asymmetry of information 
refers to the situation in which one firm (usually the incumbent) has more information 

than the other. According to Geroski et al. (1990), information asymmetry mainly refers 
to a difference in (technological) competencies and knowledge between incumbents 
and entrants. In this respect, the incumbent is often better informed, more knowledge-
able, than the entrant, especially as a consequence of learning and experience advan-
tages.  
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Size  ef fects  
One could argue that large firms are better able to exploit the advantages of incom-
plete information through signalling. Because they are large, their signals on strength 

and fierce retaliation are often accepted as accurate. Prabhu and Stewart (2001) in fact 
argue that large firms should use their size to back up their claims of strength. Further-
more, the extent and effectiveness of product differentiation, which partly depend on 
incomplete information among buyers, are also related to firm size.  
 

Susta inabi l i ty  of  the ba rr ier 
The information barrier allows incumbents to shape entrants’ perceptions of market 
conditions and incumbent strengths through signalling. Milgrom and Roberts (1987, 
1982) argue that signalling may determine an incumbent’s price strategy. When there is 

complete information, there is no reason why the price that prevails before entry should 
have, by itself, any effect on the decisions of a potential entrant (Geroski et al., 1990; 
Milgrom and Roberts, 1987, 1982). The success of certain pricing strategies (such as 
predatory pricing and limit-pricing) depends on the extent to which entrants correlate 
pre-entry behaviour to post-entry profits. Incomplete information is essential because 
these strategies are designed to exploit structural asymmetries of information between 

incumbent and entrant (Geroski et al., 1990). 
 
Milgrom and Roberts (1987) argue that, in general, an entrant will consider entry prof-
itable if he perceives the incumbent to have high costs, and not profitable if incum-
bent’s costs are low. Predatory pricing may then be used as a signal by existing firms. 
An incumbent may set prices below the short-run optimal level in an effort to signal to 

rivals that he has low costs (when, in fact, he might not have) or to show that he is will-
ing to fight entry. Either way, the incumbent will attempt to deter entry by using price 
as a signal (Clark and Montgomery, 1998; Milgrom and Roberts, 1987). Incomplete in-
formation may lead an entrant to accept the signals and take them into account while 
deciding whether or not to enter. The same goes for the limit-pricing strategy.  
 

Although pre-entry prices of incumbents may not influence post-entry profitability, they 
may become signals for some unobservable determinants of profits. As with predatory 
pricing, an entrant will attempt to infer the incumbent’s costs by observing the pre-
entry price. Interestingly, Milgrom and Roberts (1987, 1982) contend that there is an 
equilibrium situation in which the entrant is rational about the incumbent’s behaviour 
and considers the possibility of prices used for signalling. In this equilibrium, an entrant 

will take these considerations into account and thus will not be completely fooled by 
the incumbent’s signals. The probability of entry may fall short of, be equal to or may 
even exceed entry probability in a situation with complete information, depending on 
the entrant’s decision (Geroski et al., 1990; Milgrom and Roberts, 1982). Geroski et al. 
(1990) contemplate that equilibrium may be brought about if there is substantial signal 
interference. Because signal interference may lead entrants to perceive incumbent’s 

costs to be higher than they actually are, it is argued that existing firms may use limit-
pricing to send authentic information in an attempt to keep entrants from accidental 
entry.  
 
Signalling, through prices or otherwise, may deter entry by giving potential entrants the 
impression that any attempt of entry will meet price cuts or other competitive action. 

Price signals usually point to a cost disadvantage for entrants vis-à-vis incumbents. 
Apart from incomplete information of entrants, an incumbent may also use incomplete 
information among buyers to more effectively exploit the product-differentiation bar-
rier. Asymmetries of information referring to superior (technological) capabilities may be 
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enhanced by concentrating on learning and experience effects and preventing diffusion 
of knowledge into the market (Geroski et al., 1990). Patents may be useful to this end. 

 

Possi bi l i t i es  for  avoiding the  barr i er 
Entrants should at all times be aware that at least part of the information that comes 
their way consists of deliberate signals sent by incumbents. This information should be 
valued as such, keeping in mind that incumbents will wish to shape the entrant’s per-
ceptions to their own advantage. Then again, it is often hard to accurately assess the 
true value of information and measures such as industrial espionage to find out the 

truth can hardly be recommended. Needless to say, an entrant should attempt to gather 
as authentic information as possible. Information that might be signals should be veri-
fied. Since information is often costly, this approach requires substantial funding.  
 
It should be noted that, according to Milgrom and Roberts (1987, 1982), incumbent 
signalling may actually not be very effective. Because entrants take into account that 

prices might be used as signals, there exists an equilibrium in which profitability of entry 
may, in some cases, equal or exceed profitability in the case of complete information. 
Entrants should thus be aware of the signal function that prices may have and take this 
into account when deciding what to do.  
 
To the extent that there are information asymmetries as to technological capabilities, 

entrants may be advised to closely observe industry leaders. A study of their competen-
cies and methods, if diffusion of experience occurs, may help the entrant in upgrading 
his own capabilities. He may acquire information by looking at the actions of those that 
have information, so to speak. Furthermore, an entrant may invest in the development 
of new technologies and methods in an attempt to redefine the basis for learning in the 
industry. Since learning is fundamental for the existence of information asymmetries (in 

the area of technology), investing in new technologies may mitigate the entry-inhibiting 
effects of such asymmetries. 
 
When incomplete information among buyers is a fundamental part of a barrier of prod-
uct differentiation, the entrant should consider informing the customer about his own 
products as much as possible. Investing in advertising and other selling expenditures 

may increase the popularity of the new product and create a level of brand loyalty 
among customers.  
 

Rela t ion wi th other  bar r ie rs  to  entry  
Control over strategic resources: An incumbent’s control of information that the en-
trant does not have may be considered as having control over strategic, intangible, re-
sources. 
Experience advantages: According to Geroski et al. (1990), experience advantages 
are crucial in the establishment of superior technological capabilities, thus in maintain-

ing asymmetries of (technological) information. 
Cost advantages: When incumbents use incomplete information among entrants to 
engage in price signalling, they do so mostly to create the impression that they have 
cost advantages over these entrants. Furthermore, incomplete information generally re-
sults in cost disadvantages for entrants, for instance because of the product-differen-
tiation barrier or because of the price that has to be paid for authentic information. 

Product differentiation: This barrier in part depends on the extent to which customers 
are not completely informed about the quality of the entrant’s products vis-à-vis the 
incumbent’s products. 
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Investment risk: As Shepherd (1997) argues, incomplete information on behalf of the 
entrant will increase the risk of investing in the entering firm, making it harder for an 

entrant to attract funding. 
Patents: Patents may serve to prolong the period over which an incumbent may enjoy 
the advantages of his superior (technological) information vis-à-vis the entrant. 
Selling expenses: These may serve in limiting the incompleteness of information 
among customers. 
 

Measurement of  the  ba rr ier 
Incomplete information allows incumbents to engage in pricing strategies such as limit-
pricing or predatory pricing. Milgrom and Roberts (1987, 1982) explain how limit-
pricing in a case of incomplete information may emerge in equilibrium. Suppose the 
limit price is valid, i.e. entrants accept the limit price. Theoretically, measuring the entry-
inhibiting effect of the information barrier could then be done by determining the price 
in the case of complete information and comparing this to the limit price in equilibrium. 

The difference can be seen as a measure of the information barrier. 
 
A firm’s ability to use information asymmetries to influence the perception among en-
trants could be measured by looking at the effectiveness of signalling. Prabhu and Ste-
wart (2001) measure the strength and focus of the sender’s signals on the receivers’ 
reputational beliefs about the sender’s competitiveness by researching entrant’s ratings 

of the incumbent on several semantic differential scales derived from prior research on 
attribution. Clark and Montgomery (1998) present three dimensions for measuring the 
extent to which entrants will perceive a firm to be a credible defender: level of activity, 
consistency of activity over time, previous marketplace success. They find that high rat-
ings for the first two criteria indicate credible signalling, while the latter less clearly so.  
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3.20 Government licences 

Desc r ipt i on of  the bar r ie r  
There are two sorts of licences:  
1 A company can license another company to produce a certain product ‘under li-

cence’. In that case, the licensee usually has an exclusive right to produce and sell 

that product in a certain area. An example of this type of licence is that the Walt 
Disney Company could sell licences to other companies that they may manufacture 
gift articles with cartoon figures printed on them, such as balloons, mugs and t-
shirts. Under the licence, they may market those products in a certain geographical 
area. 

2 Governments may issue licences for certain activities where they want to regulate 

that industry. An example of this type of licence is a licence to sell alcoholic bever-
ages to the public. Another example is that government can auction a licence for 
the exploration of a natural-gas field. These government licences are usually tied to 
a specified time frame and sometimes grant exclusiveness. 

 
In this report, the first type of license is dealt with under the patent chapter. This type 

of licence usually gives access to a geographically limited area or to specific knowledge 
or technologies. In this chapter, however, we focus on the second type of licences. This 
type of licences can be seen as a specific manifestation of government policy. Licences, 
issued by governments (or independent regulators), may limit entry to a market in two 
ways: 
1 The number of government licences issued could be tied to a maximum, thus allow-

ing no more than a specific number of operators into the market and limiting entry 
(e.g., only one company can win the licence that entitles it to explore a natural-gas 
field for the next twenty years). 

2 The requirements that must be met in order to obtain a licence could raise capital 
requirements or knowledge requirements, or could exclude certain groups of po-
tential entrants completely because they will never be able to meet the criteria (for 

example: a taxi driver may not have a criminal record). For example: the govern-
ment could auction government licences, thus increasing the required capital. 

 
The process of granting licences (for example, through auctions or beauty contests) can 
also be a mechanism for governments to disperse scarce resources in an (economically) 
optimal distribution. 

 

Size  e f fects  
Usually, size effects are not applicable, except for specific situations where size is one of 
the criteria for obtaining a licence. Also, when a government auctions licences to dis-
tribute scarce resources, size may be relevant since large companies may have higher 
budgets to acquire the licence. 
 

Sus ta inabi l i ty  of  the barr ie r 
According to Hall (1992), government licences are one of the intangible resources that 
lead to sustainable competitive advantage. Government licences are protectable by law, 
and licensing schemes are often very durable. Government agencies derive power from 
these schemes that they are usually not willing to give up. 
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Poss i bi l i t i es  for  avoiding the barr ie r 
As government licences shape the legal framework for entry into a business or into a 
market, there is no way to avoid the licence barrier. Entrants who succeed in meeting 

the licence demands are also protected by the licence scheme.  
 

Relat i on wi th other  ba r r ie rs  to  entry  

Government policy: The type of government licences dealt with in this chapter is part 
of the (semi-)government regulation of economic sectors and is thus influenced by gov-
ernment policy. Obviously, this gives business and their representatives the opportunity 
to lobby for more (or less) favourable licence conditions. 
Capital requirements: Licence requirements often involve certain investments, for ex-
ample, investments in hygiene precautions for restaurants and shops that sell food-

stuffs. 
 

Measurement of  the  ba rr ier 
None of the current literature measures the height of the licence barrier. Since the bar-
rier is very formal, one could measure the height either as the average or cumulative 
cost that every potential entrant has to make in order to fulfil the licence criteria. Also 
the height could be measured in the percentage of all potential entrants that fail to en-

ter because of the licence scheme. 
 

References 
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3.21 Government policies 

Desc r ipt i on of  the bar r ie r  
Government policy can influence entry either in a positive or a negative way. Through 
subsidies, training and advice, for example, governments can stimulate entrepreneurs to 
start up a new business or to develop additional products. On the other hand, restrictive 

government policies can become major structural barriers to entry in areas such as 
product or plant safety, product testing and pollution control (Porter, 1985). Policies 
such as these can increase economies of scale, capital requirements and other potential 
barriers. Also licensing schemes, state monopolies, subsidies for incumbents, adminis-
trative burdens associated with new firm set-up and poorly developed public admini-
strations can deter entry. 

 
One of the main conclusions of an OECD conference on bureaucratic barriers to entry 
(OECD, 1994) was that the inadequate legal structure, underpaid and unmotivated pub-
lic service and the strong bargaining powers of domestic companies with established 
interests hinder the doing away with bureaucratic barriers such as unclear or conflicting 
laws, arbitrary enforcement of rules, questionable ethical practices and licensing delays. 

These bureaucratic hindrances form a structural barrier to entry, since they increase the 
time and the effort necessary to set up a new company or to fulfil all the conditions re-
quired to expand the activities. 
 
Incumbent protecting strategies could take very concrete forms, such as subsidies (e.g., 
in the airlines industries) or anti-dumping protection (e.g., the steel and aluminium in-

dustries). Marsh (1998) has measured the impact of anti-dumping protection on U.S. 
firms’ returns. She determined that anti-dumping laws significantly increase the returns 
of U.S. firms that seek anti-dumping protection. In industries like steel manufacturing, 
domestic firms were successful in filing anti-dumping complaints against foreign com-
petitors. 
 

Dixit and Kyle (1985) study the role of trade and subsidy policies in markets worldwide. 
They consider that the inability of firms to appropriate the total consumer's surplus jus-
tifies policies directed at altering the oligopolistic market outcome. Governments aim to 
capture profits on behalf of their own residents and as such they often shape policies so 
that they will favour domestic firms (e.g., through protectionist measures) at the cost of 
foreign ones. The policy barrier to entry thus seems to have a rather outspoken interna-

tional dimension, often inhibiting import entry into markets. Karakaya and Stahl (1989) 
contend that government policies are predominantly aimed at limiting the number of 
competitors, e.g. by requiring government licences or limiting access to raw materials. 
Trade policies and subsidies may, however, also be used to increase free trade, thus 
promoting entry (Dixit and Kyle, 1985). Feinberg (1996) argues that policies such as 
anti-trust legislation may be effective in discouraging horizontal conspiracies (cartels) 

and anti-competitive mergers. Although such policies may create a 'level playing field', 
they will not suffice in disciplining market behaviour, and should therefore always be 
combined with measures for the promotion of entry (Feinberg, 1996). There is proof 
that this combined approach may push prices to more competitive levels.  
 
Gruber and Verboven (2001) describe the situation of a previously state-regulated mar-

ket (such as telecoms in most of Europe) and how governments take a leading role in 
liberalizing such markets. Such government-led liberalisation will often entail policies 
regulating firm entry. As such, government policies are very important for the accessibil-
ity of new liberalised markets. 
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Concerning the subject of environmental regulations, it can be noted that, in general, 
compliance with such regulations often requires substantial amounts of capital. Accord-

ing to Dean and Brown (1995), regulations often increase the minimum-efficient scale 
(see economies of scale), adding to the scale advantages of existing firms and increasing 
the barriers to entry. Furthermore, regulations may increase the level of complexity of 
production processes, thus increasing the potential learning advantages of incumbents 
over entrants. So, not only do environmental regulations add to the cost of operations, 
they also confer an advantage on incumbents by increasing barriers to entry (Dean and 

Brown, 1995; Porter, 1980).  
 
Carree and Thurik (1996) found that entry rates of shops were lower in shop types with 
relatively high legal requirements of professional skills (sanitary requirements, obtaining 
certain government licences, etc.). As a result, they expect that abolishing a wide variety 
of legal requirements in retailing by the Ministry of Economic Affairs will have the posi-

tive effect of improving dynamic market efficiency. An evaluation at hindsight revealed 
that the abolishment did indeed result in an increased number of start-ups in the retail-
ing industry. 
 

Size  ef fects  
Obviously, size effects are apparent in some cases. In the case where government poli-
cies raise required capital investments (for example, by setting high safety standards or 

requiring government licences), larger companies are better able to bear these fixed 
cost. The same goes for formal administrative burdens1. In other cases, such as anti-

dumping protection, government policies will mainly be directed against large foreign 
entrants, protecting especially the larger national companies. In even other cases, like 
with un-transparent regulation, arbitrary application of rules or state subsidies, small 
and large entrants might be struck equally. 

 
It is often argued that government policies, in general, mainly affect larger companies. 
To a certain extent, this may be true. Large companies are often under close scrutiny of 
anti-trust authorities since they are, because of their sheer size, more likely to adversely 
influence levels of competition in a certain market. It is also contended by some that 
environmental regulations are more stringent for large companies; Dean and Brown 

(1995), however, find no conclusive evidence that regulations might impact companies 
differently depending on their size.  
 

Susta inabi l i ty  of  the ba rr ier   
Porter (1980) indicates that the nature of the policy barrier will often not remain ex-
ogenous or salient. It is argued that incumbents may use regulations strategically to de-
ter entry. For example, they could encourage government to set stringent safety and 

pollution standards, support requirements for extensive product testing, or lobby for 
export financing, tariffs or anti-dumping actions. Some of these barriers are specifically 
erected to keep out foreign entry to the domestic market. Other measures are taken to 
prevent other domestic companies from starting up operations in that specific market. 
With respect to environmental legislation, Dean and Brown (1995) conclude that, since 

 

1
 Administrative burdens are the formal requirements that companies face, usually expressed as a 
monetary amount. Examples are the costs associated with tax registration, the filling in of (obliga-
tory) statistics, keeping of certain obligatory personnel files, etc. These cost are not only out-of-
pocket expenses, but also cost of the time of employees and managers that is consumed by these 
formalities. 
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governments often cooperate with the industry while designing legislations, existing 
firms have often been able to influence regulations in their favour. They may, for in-

stance, promote legislation that increases fixed costs (the installation of equipment for 
clean production methods often signifies such an increase), thus increasing MES and 
enabling the incumbent to exploit economies of scale. Such regulations usually mean a 
substantial increase of capital requirements in any case, making entry even more diffi-
cult.  
 

Existing firms may also influence the broader spectrum of competition policy of their 
government. As was argued by Dixit and Kyle (1985), many national governments show 
a tendency to devise competition legislation favouring domestic companies. Existing 
firms may successfully lobby to keep foreign competition out of their markets. Findings 
of the OECD (1994) confirm that, for instance, in Central and Eastern Europe, bureau-
cratic barriers may predominantly affect foreign investors.  

 

Possi bi l i t i es  for  avoiding the  barr i er 
As stated before, legislation does not exist solely to protect incumbents. Often, legisla-
tion is designed to promote entry and to root out anti-competitive practices. Feinberg 
(1996) finds that anti-trust policies may have a substantial influence on the pricing be-
haviour of existing firms. Companies that are the subject of price-fixing investigations 
often lower their prices. Furthermore, competition policies may aid entrants in fighting 

forms of collusion and seller concentration. It is up to the entrant to find his way in the 
appropriate legal structures and use them to his own ends.  
 
A special case concerns the deregulation of markets such as telecom and utilities. In 
these industries, government often attempts to stimulate entry by new firms. Firms are 
often granted benefits and incentives, while government intervention ensures techno-

logical diffusion (Gruber and Verboven, 2001).  
 
Regulations that favour existing firms often aim to protect domestic industries. Some 
protectionist measures may be avoided by acquiring a domestic firm. By acquiring an 
existing company, a firm enters the market without adding extra capacity, while in the 
meantime they don’t have to worry about tariffs, government licences and know-how 

of the local market. 
 
Concerning the subject of environmental regulations, entrants do best to wait until leg-
islative changes are complete, before entering a market. Only then will they be able to 
make consistent estimates of the costs of entry and select the most appropriate and ef-
ficient technologies and methods of production. This may put entrants at an advantage 

relative to existing firms, since the latter have generally invested heavily in facilities and 
technologies that may, because of regulation, become insufficient or even obsolete 
(Dean and Brown, 1995). 
 

Rela t ion wi th other  bar r ie rs  to  entry  
Capital requirements: For a company to adhere to government policies, especially 
when it concerns environmental regulation, often means an increase in capital require-
ments. 
Economies of scale: Conventional environmental regulation often causes an increase 

in fixed costs, thus increasing MES and adding to possible economies of scale of existing 
firms. 
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Government licences: The granting of government licences constitutes an important 
instrument for governments in influencing the structure of the market and the number 

of competing firms. 
Experience advantages: Environmental regulation may increase the complexity of 
production methods and thus increase the experience advantages of incumbents over 
entrants.  
(Transaction) cost of operating in foreign markets: Protectionist measures by na-
tional governments may increase the cost of operations for foreign entrants. 

 

Measurement of  the  ba rr ier 
Karakaya and Stahl (1989) calculate the perceived importance of the policy barrier rela-
tive to other barriers and conditions of entry. They use data from a survey sent to a 
sample of company executives and subject the results to regression analysis. They find 
that the policy barrier is perceived as important, but generally less so than other main 
barriers (as identified by Porter, 1980). 

 
Apart from surveys based on executives’ perceptions, there seems to be no easy way to 
measure the impact of the aggregate policy barrier. Elements of the barrier, such as the 
impact of environmental regulations, may be measured independently. Dean and Brown 
(1995), for instance, use environmental compliance expenditures as a percentage of in-
dustry sales as an indication for the capital-requirements barrier resulting from envi-

ronmental policies. In 1991, these expenditures amounted to 2 percent of sales.  
 
Marsh (1998) has measured the impact of anti-dumping protection on U.S. firms’ re-
turns. She determines that the anti-dumping laws significantly increase the returns of 
U.S. firms that seek anti-dumping protection. 
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3.22 High wages for employees and managers 

Desc r ipt i on of  the bar r ie r  
Wage rates in an industry may be used as a barrier to entry. Since labour costs may 
constitute a substantial part of the average costs of an entering firm, incumbents may 
attempt to increase these costs and put the entrant at a disadvantage. Williamson 

(1968) and Gollier (1991) both discuss situations in which existing firms cooperate with 
unions to establish uniform wage rates for an industry. It is argued that, in the absence 
of wage legislation (i.e., when there are competitive wages), the labour costs associated 
with new employees are substantially lower than the costs associated with an existing 
workforce. According to Gollier (1991), incumbents are often at a disadvantage be-
cause they are unable to hire as much new employees as the entrant. Incumbents have 

to deal with union demands for wage increases and (social) benefits, much more so 
than entrants. Gollier (1991) argues that incumbents thus have an incentive to cooper-
ate with unions and impose an industry-wide uniform (minimum) wage rate. This wage 
rate will probably exceed the minimum competitive wage, increasing labour costs for 
the entrant. Additionally, Williamson (1968) examined a situation in which a group of 
existing firms cooperates with unions to impose a uniform wage rate in order to deter 

entry by new firms. He develops a theoretical model in which the uniform wage rate is 
identified as the competitive rate plus a premium. Williamson (1968) assumes that en-
trants generally operate on a smaller-scale than incumbents. Because of the greater 
relative labour intensity of small-scale operations, entrants’ average cost increase as a 
result of uniform wages will be greater. The wage barrier is thus much dependent on 
economies of scale. Its effect often takes the form of a cost disadvantage. 

 
A different perspective on the wage barrier is offered by considering an incumbent’s 
employees as potential entrants (Arend, 2001; Burke and To, 2001). Employees with 
innovative ideas may start their own business (or take ideas to a competing firm). Burke 
and To (2001) argue that such crucial assets as production technology and entrepreneu-
rial ideas may be disseminated through employment, and therefore employees often 

constitute the most credible potential entrants. This is especially so if employees have 
sufficient capital and entrepreneurial ability. As such, incumbents’ top managers often 
constitute the greatest threat (Arend, 2001; Burke and To, 2001). A manager’s decision 
to start his own business will, at least partly, depend on his private returns. As such, 
firms will often offer increased pay to keep managers from becoming competitors. Al-
ternatively, they may invest in a manager’s spin-off venture and give him room to real-

ise his ideas while remaining with the company. According to Burke and To (2001), la-
bour costs (as a result from efforts to keep employees from becoming entrants) will be 
high when barriers to entry are generally low. If barriers were high, it is argued, there 
would be little incentive for employees to become entrepreneurs and such labour costs 
would be unnecessary. Low barriers may also force a company to curtail the number of 
employees (to control the increase in labour costs) and reduce output. This may lead to 

a price increase. 
 

Size  e f fects  
The uniform wage barrier depends partly on the scale economies of existing firms, thus 
argues Williamson (1968). Large companies will be far better able to exploit the wage 
barrier. Because of their size, it will also be easier for them to negotiate uniform wages 
with unions. Furthermore, it is argued that labour costs rise with concentration levels 

(Shepherd, 1997). High concentration levels indicate limited company numbers and 
large company sizes. High concentration levels also enhance collusion, since the actions 
of a limited number of companies are easier to coordinate.  
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Susta inabi l i ty  of  the ba rr ier 
The wage barrier can be most effective if it exists of a uniform wage rate that has the 
support of unions in the industry. Under these circumstances, it will be virtually impos-

sible for entrants to cut labour costs by hiring cheap personnel. By setting a uniform 
rate, the incumbent has increased the relative labour costs of entrants. An incumbent’s 
scale economies increase the advantage. Often, practices such as influencing wage 
rates are more common in concentrated industries (Shepherd, 1997; Williamson, 1968). 
Major firms will then work together with one another and with unions to determine 
wages and thus labour costs. Arend (2001) argues that lobbies by firms and, especially, 

unions may persuade governments to implement minimum wage-rate legislation. If the 
uniform wage rates, as determined by incumbents and unions, become law, the wage 
barrier becomes tremendous.  
 
High wages for employees and managers are considered to be an effective means to 
prevent employees and managers to start their own company and become a new com-

petitor. Incumbents may offer additional pay or they may invest in the employee’s spin-
off venture. This also creates an opportunity to invest in new technologies. Firms should 
be aware that employees may often function as catalysts for technological innovation 
(Arend, 2001). Again, labour costs will increase with concentration levels. When con-
centration is high, it is argued, possible economic rents for new firms are great and the 
incentive for employees to become entrants is also great. Firms will then be more will-

ing to increase pay to keep employees with the company. It should be noted, however, 
that increasing levels of concentration may also function as a barrier to entry and may 
thus decrease an employee’s incentive to become an entrepreneur. 
 

Poss i bi l i t i es  for  avoiding the barr ie r 
Avoiding the barrier of uniform wage rates may be very difficult, especially if there is 
legislation enforcing such wages. Many countries have legislation enforcing minimum 
wage rates for most industries. It should be noted, however, that governments in gen-
eral seem reluctant to do much more than this. Wage rates, usually, certainly are not 

part of a government’s competition policies. An entrant might attempt to avoid wage-
rate legislation or union-imposed uniform wage rates by diversifying into a different 
branch of the industry or setting up operations abroad.  
 
Furthermore, in cases where a uniform wage rate is not the legally enforceable mini-
mum wage rate but merely the result of a deal between existing firms and unions, en-

trants may attempt to prove that such deals are a barrier to entry and, thus, to competi-
tion. Governments might declare such deals illegal. Additionally, if these deals are the 
result of cooperation between unions and a group of colluding firms, it may be deemed 
a result of illegal collusion and may be declared unlawful. 
 
Finally, the entrant should be aware of the underlying mechanisms of the wage barrier. 

The uniform wage rate effectively depends on an incumbent’s scale economies and cre-
ates a cost disadvantage for entrants. A firm entering at an efficient scale will probably 
not be affected negatively by uniform wages, since its labour-cost curves are compara-
ble to those of efficient incumbents. A firm not entering at the efficient scale may util-
ise substantial funds to offset the increase of labour costs. Either way, considerable 
funds may go a long way in alleviating the wage barrier.  
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Rela t ion wi th other  bar r ie rs  to  entry  
Capital requirements: To prevent uniform wages from becoming a barrier, a firm may 
enter at an efficient scale; this will, however, require substantial funds. 

Availability of skilled labour: The availability of skilled labour may directly influence 
labour costs. 
Economies of scale: A uniform wage rate will disproportionally increase entrant’s la-
bour costs because the incumbent has scale advantages over the entrant. 
Absolute cost advantages: A disproportional increase of an entrant’s labour costs 
presents the incumbent with a cost advantage.  

Seller concentration: Labour costs in an industry are said to increase with the levels of 
concentration, because concentration increases rents and facilitates collusion. 
Research and development intensity: If an incumbent invests much in R&D, oppor-
tunities for employees to become entrepreneurs of a new technology, and thus poten-
tial entrants, may be constrained. 
Speed and radicalness of technological change: In an industry where technological 

changes occur rapidly and often, an employee may have more incentive and opportu-
nity to become an entrant, introducing some new technology.  
 

Measurement of  the  barr ie r 
Williamson (1968) presents a theoretical model for measuring the entry-inhibiting effect 
of a uniform wage rate. There are some assumptions, most important of which is that 
there are typically two scales of operation. Scale m is the subscript for the largest firms 
among which a joint profit-maximisation objective is assumed to prevail. Scale 1 is the 
subscript for the smallest relevant scale against which an entry barrier is maintained. 

Williamson uses the 'entry-preventing price' mP , an indicator much like Bain's limit 

price, as a measure for the entry barrier. This price is given by: 
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where mα  is the labour/capital ratio of scale m firms (the incumbents, so to speak), 

mβ  is the output/labour ratio of these firms and 1α  is the labour/capital ratio of scale 

1 firms. The price elasticity of demand is given by E , while r  represents the competi-
tive interest rate. 
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3.23 Investment risk 

Desc r ipt i on of  the bar r ie r  
Any type of investment will be accompanied by a certain investment risk. Risk refers to 
the level of uncertainty that the investor bears with regard to his expected earnings and 
invested capital. With regard to firms, investment risk should, predominantly, be con-

sidered in relation to financial requirements. The need to invest large financial resources 
in order to enter or compete in a certain market can, by itself, constitute a formidable 
barrier to entry (Bain, 1956; Porter, 1980; Karakaya and Stahl, 1989; Shepherd, 1997). 
If the risks of such investments are perceived to be high, companies or financers will be 
more reluctant to make these investments.  
 

Shepherd (1997) describes risk as the danger that a firm might be hit by a series of low-
profit returns that destroy the value of the firm. Any firm perceived as having a high 
risk-level or any project perceived as being risky will not easily attract investors. Kleiweg 
and Lever (1996) point out that entering firms will have more difficulty acquiring the 
required capital when compared to existing firms because they are perceived as being 
subject to a greater level of risk. This view is supported by Demsetz (1982), who states 

that larger older firms will, in general, be able to borrow capital easier and cheaper 
than smaller younger firms.  
 

Size  e f fects  
The importance of investment risk as an entry barrier is related to the importance of 
capital requirements. In industries where financial requirements are substantial, the in-
vestment risk will be greater since failure of the entry results in higher capital losses. 

Capital requirements are especially large in capital-intensive industries (Porter, 1980; 
Harrigan, 1981), like manufacturing industries. Company size matters also. According 
to Kleiweg and Lever (1996) and Demsetz (1982), smaller companies will typically ex-
perience more difficulty raising capital than larger companies. This is because they have 
fewer assets to back up any substantial loans and because the level of risk associated 
with small companies is relatively high. 

 

Sus ta inabi l i ty  of  the barr ie r   
When it comes to investment, existing firms enjoy obvious advantages over entrants. 
The perceived risk for an existing firm will be lower since it has extensive experience 
with operations in the specified market. Moreover, whereas existing firms can use the 
cash flow from existing operations to meet their capital requirements, an entrant will 
have to use funds from other businesses or look to exterior parties for financing. Exte-

rior financers will typically apply an even higher level of risk when judging their invest-
ment opportunities, especially in the case of new businesses. 
 
Credible commitments by incumbents to fight any attempt at entry may increase the 
perceived level or risk associated with a certain industry, whereas the accommodation 
of entry by incumbents might reduce such risk. Thus, although investment risk is fun-

damentally a structural barrier to entry, it may be influenced by existing firms in such a 
way that it can become a strategic barrier to entry. Incumbents may consider any num-
ber of actions to prove to outsiders that they will put up a fight. They may, for instance, 
commit to certain sunk investments (Porter, 1980; Dixit, 1980). Most notable is an exist-
ing firm’s investment in excess capacity prior to entry by a new firm. These sunk invest-
ments enable the incumbent to substantially increase production whenever entry oc-

curs, thus pushing down price levels and making life harder for entrants (Dixit, 1980; 
Spence, 1979). Although this theory is common among notions on incumbent behav-
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iour (it is, for instance, a central notion to Bain’s (1956) insights on limit-pricing), it is 
disputed by many scholars as being too rigid (for instance, Lieberman (1987a/b); Mason 

and Shaanan (1986)). However, the general notion that incumbents may make certain 
sunk investments to proclaim their commitment to the market seems unquestioned. 
Any such action implies not only that entering the market will be a risky affair (since the 
incumbent is willing to fight), but also that any entrant would have to make similar in-
vestments in order to compete. Such credible commitments can thus not only increase 
the level of risk, but also the extent of the risky investment.  

 

Poss i bi l i t i es  for  avoiding the barr ie r 
The level of investment risk will, for a great deal, depend on the level of required risky 
capital. Less financial requirements mean a smaller risk base. When attempting to avoid 
investment risks, an entrant should thus attempt to limit the amount of required risky 
capital. Creative financing, such as leasing capital goods instead of buying them and 
hiring personnel through employment agencies, may help to alleviate the need for capi-

tal. Another strategy (when the entrant is an existing company) is to attempt to create 
synergies (economies of scale) between the entrant’s existing operations and the new 
industry. Perhaps certain production methods or facilities may be used for production in 
both industries, or existing personnel may be redeployed to work in both industries.  
 
Additionally, a company should attempt to use equity as much as possible when financ-

ing its investments. Exterior financers should be avoided, if possible, since they may in-
terpret higher and more rigid levels of risk for certain investments than the company 
itself might. 
 

Relat i on wi th other  ba r r ie rs  to  entry  
Capital requirements: The amount of required risk capital is the risk base; it is the 
amount of capital to which the level of investment risk applies. 
Sunk cost: Sunk investments can be central to an incumbent’s strategy to commit to 
the industry and thus increase the level of investment risk. 

Excess capacity: Investing in excess capacity is a much discussed incumbent’s strategy 
when it comes to creating credible commitment, thus increasing the level of investment 
risk. 
 

Measurement of  the  ba rr ier 
Schwendiman and Pinches (1975) describe the two most broadly used measures of in-
vestment risk: common-stock systematic risk and corporate-bond ratings.  

 

The (common-stock) systematic risk iβ  of asset (or investment) i is defined as the co-

variance of the asset (or investment) return iR  with the market return mR , divided by 

the variance of the market return: 
 

( ) ( )mmii RVarRRCov ,=β  

 
The systematic risk can then be solved in the capital-asset pricing model, which helps to 
calculate the expected rate of return for the investment. 
 

Corporate-bond ratings are provided by investor firms. They consist of a number of 
bond-related and financial- or firm-related variables and as such combine objective and 
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subjective criteria. They can be considered the expert’s assessment of the risk of a cer-
tain company’s operations.  
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3.24 Know-how 

Descr i pt ion of  the ba r r ie r  
It is difficult to give a precise definition of ‘know-how’. Chi and Roehl (1997) refer to 
know-how as some sort of fundamental ‘undocumented’ knowledge that is embedded 
in an organisation, often in routines and protocols. This knowledge is highly company-

specific and is often to be found among employees involved in operations. In a broader 
perspective, know-how is a measure of a firm’s capability to effectively use the cumula-
tively acquired expertise and routine that resides within the firm (Kogut and Zander, 
1992). It is a measure for the specific skills that makes employees function in their own 
unique and competitive way (Hall, 1992). Know-how can constitute an important com-
petitive advantage because it enables a higher degree of efficiency in operations. It re-

fers to efficiency gains derived from the customisation of systems and routines to em-
ployee characteristics. These efficiency gains can become a cost advantage for incum-
bents and thus a disadvantage for entrants.  
 
Theoretical insights differ as to whether know-how is inherently tacit (and thus virtually 
not transferable) or refers to information that is more easily identifiable and thus trans-

ferable or tradable. Cantwell (1991) and Teece (1987) agree with Chi and Roehl (1997) 
and Hall (1992) that know-how is predominantly tacit and embedded in underlying rou-
tines and, to a certain degree, customs. They state that know-how is not easily transfer-
able and useless to other parties because of the high degree of firm-specificity. Madhok 
(1996) and Kogut and Zander (1993) discuss a less tacit, ‘idiosyncratic’ form of know-
how that is transferable and can be the subject of contracts. In the latter case, buyers’ 

or third parties’ opportunism plays an important role since know-how is often not pro-
tected through patents or licences as it is inherently a public good (Madhok, 1996). 
Since competitors will have a hard time identifying tacit knowledge, this sort of know-
how is more easily usable as a competitive advantage. Less tacit knowledge is more eas-
ily imitable and results in greater competition (Madhok, 1996). Research by Madhok 
(1996) indicates that companies prefer know-how to remain secret because this consti-

tutes better protection against imitation than patenting. 
 

Size  ef fects  
There is no clear relationship between company size and the use of know-how. Some 
research seems to indicate that know-how is of greater importance in technology-
sensitive industries, but this is disputed. 
 

Susta inabi l i ty  of  the ba rr ier 
Most firms will attempt to ensure that their know-how remains tacit, since this type of 
know-how is more sustainable as a competitive advantage. Know-how can lead to effi-
ciency gains in the operations of a company. Since it is hard to identify, (tacit) know-
how cannot be copied by entrants nor can it readily be transferred. This makes it a 
rather unique barrier to entry. Helfat (1997) points out that know-how is especially cru-
cial in capturing the advantages of R&D investments. According to his reasoning, know-

how leads to economies of scope that are crucial elements of a response in case of ma-
jor market changes. Alternatively, it is important to realise that there is no special inter-
dependency between know-how and technology. Although the two can be related, 
know-how very often refers to routines and knowledge applicable to a broad set of 
business practices. Henderson (1984) states that technological assets can be viewed as 
know-how derivatives. Knowledge itself is identified as one of four major factors shap-

ing the company’s experience curve, i.e. leading to cost reduction. Hall (1992), too, re-
lates the level of company know-how to the learning competencies of the firm.  
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It is important to realise that know-how is in general not readily usable as a strategic 
deterrent to entry. It is often a tacit company asset, embedded in employers’ routines 

and customs. It should be viewed as a potential competitive advantage of incumbents, 
but not as a way for firms to actively threaten entrants. 
 

Possi bi l i t i es  for  avoiding the  barr i er   
Since it is difficult to determine what know-how really is, it is also difficult to say what 
one must seek to avoid. On a more positive note, as stated in the previous section, in-
cumbents’ know-how should be taken as a rather static factor and not as a strategic 

advantage that can be mobilised to actively prevent entry. It is simply a (static) advan-
tage of incumbents over entrants. As Chi and Roehl (1997) and Hall (1992) point out, 
know-how is, for a great deal, related to such intangible assets as culture and customs. 
This makes it hard to imitate, but also hard to use strategically.  
 
Potential entrants should attempt to create their own basis for know-how. If the en-

trant is an existing firm, it may attempt to transfer its existing know-how to the new 
industry. As Chi and Roehl (1997) state, know-how is for a great deal related to the 
level of a company’s routines and operations. This could mean that it is not an inher-
ently industry-specific asset and can be transferred to other industries within the same 
company. Although the general theory is that (tacit) knowledge is hardly transferable 
between companies, Helfat (1997) contends that the advantages of know-how could be 

transferred across business units within a company. Other research on the firm-
specificity of know-how (Chi and Roehl, 1997; Cantwell, 1991; Teece, 1987) adds to 
the belief that know-how could be used at company level.  
 
Additionally, less tacit know-how could be acquired from other companies. The entrant 
might also collaborate with incumbents who have certain know-how. Kogut and Zander 

(1993) and Madhok (1996), however, point out that since it is hard to value know-how 
and the risk of opportunism is substantial, it will not be easy to maintain such agree-
ments. Finally, an entrant may, through heavy investments in R&D and new technolo-
gies, attempt to revolutionise modes of operation and production in a certain industry. 
Such a strategy, if successful, may decrease the effect of know-how of existing com-
petitors. Product differentiation can have a similar effect and, in addition, can be a way 

for the entrant to develop new forms of know-how. 
 

Rela t ion wi th other  bar r ie rs  to  entry  

Experience advantages: The level of know-how is often dependent on the manner in 
which employees are accustomed to certain routines and to a certain culture. Experi-
ence with these routines will increase the embeddedness of know-how in the organisa-
tion. 
Patents (product): Although theory indicates that most firms will often choose not to 
use patents to protect know-how, it is possible to use patents to protect certain forms 

of know-how from imitation by competitors. 
Research and development intensity: Know-how is often related to the R&D expen-
ditures of a firm. This is contestable, since know-how refers to a much broader area of 
business operations and is generally considered much more of a tacit asset than is a 
firm’s level of technology. 
 

Measurement of  the  barr ie r 
By its very nature, it is very hard to devise a means to measure tacit know-how. Less 
tacit know-how has at times been measured by linking know-how to R&D (Helfat, 
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1997). R&D expenditures would then serve as an indication for the level of know-how. 
As stated earlier, the linking of know-how and R&D is heavily disputed.  

Hall (1992) and Madhok (1996) both use interviews with employees and executives as a 
way to determine the level of know-how in a company. Questionnaires will contain 
questions as to the extent to which employees adhere to certain routines or customs. 
Interestingly, Hall (1992) also takes the number of years executives think it would take 
to replace certain know-how as a measure. 
 

Reference 
Cantwell (1991); Chi and Roehl (1997); Hall (1992); Helfat (1997); Henderson (1984); 
Kogut and Zander (1993); Madhok (1996); Teece (1987). 
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3.25 Level of technology 

Desc r ipt i on of  the bar r ie r  
Firms that want to enter a market have to deal with a certain level of technology. The 
technological lead gives incumbents an advantage over potential entrants. The entrants 
have to invest a lot to operate at the same level of technology, while incumbents have 

time to even raise the level of technology and so the barrier to entry. Besides the tech-
nology level of incumbents, the level of technology in the industry environment as a 
whole (so also other companies in the value chain for example) is important. To operate 
in the value chain, the entrant must perform at a certain level of technology. When this 
requires large investments, the barrier to entry becomes a higher hurdle. 
Making efforts to obtain and to store technological knowledge is an important source 

of a strategic barrier to entry. Storing this knowledge makes the keeping of secrets a 
more realistic option, while the existence of such secret knowledge scares potential en-
trants away (Daems and Douma, 1985). The tacit knowledge (knowledge which exists 
in the heads of employees) is also important is this respect. 
 

Size  e f fects  
Start-ups and smaller firms may have difficulties to reach the level of technology in the 

industry, for instance due to a lack of capital. Small firms are important for breaking 
through the dominant technologies by innovations creating a new scope for the level of 
technology. 
 

Sus ta inabi l i ty  of  the barr ie r 
As with the barrier of research and development intensity, firms with capital to spend 
should have no problem to enter an industry concerning the level of technology. Firms 

acquiring the technology, which are usually the bigger sized firms, can solely based on 
technology level compete with incumbents on roughly the same terms when the tech-
nology becomes dominant.  
This structural barrier to entry never has an absolute character. Diffusion of knowledge 
is a continuous process (Daems and Douma, 1985). People with important knowledge 
can be headhunted, and technological knowledge can be acquired using the reverse 

engineering method. A firm with no capital restrictions usually can acquire the tech-
nologies required to reach the industry level. However, it is important to realise that 
tacit knowledge is not easy to be acquired, if possible. 
The impact of new technology can be that existing barriers to entry can be negated. So 
radicalness of technological change is an important dimension that should be taken into 
account when considering the level of technology. 

 

Possi bi l i t i es  for  avoiding the  barr i er   
The level of technology often is a structural barrier to entry that is difficult to avoid. 

Firms wanting to compete in an industry have to have a certain level of technology. The 
only flexibility left for firms is in the way to achieve this level of technology. 
A way for avoiding the level of technology is by introducing a radical technological 
change, which changes the industry in such a way the current level of technology be-
comes irrelevant. 
 

Rela t ion wi th other  bar r ie rs  to  entry  
Technological change is usually present in high-technology industries and can actually 
raise or lower economies of scale, which is one of the major sources of cost advan-
tages (Karakaya and Stahl (1989)).  
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The level of technology is related with capital requirements. When a firm has no limi-
tations concerning capital requirements, it is often possible to reach the level of tech-

nology, while this can be much more difficult for firms with less capital to their avail-
ability. 
 

Measurement of  the  ba rr ier 
We did not find a specific description to measure this barrier to entry, but while the 
technological barriers are very much related, variables of these other barriers can be 
used as proxies. 

 

References 
Karakaya and Stahl (1989); Daems and Douma (1985). 
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3.26 Location 

Desc r ipt i on of  the bar r ie r  
Business location is a significant factor in the functioning of the enterprise. Location 
choice is, to a great extent, determined by business characteristics, business environ-
ment and external trends and developments (Van Noort and Reijmer, 1999). Companies 

which are not able to find the ‘perfect match’ (i.e., the best suitable location), face 
structural cost disadvantages compared to their competitors. Since space is scarce, es-
pecially in densely populated areas, the availability of locations can be a severe entry 
deterrent. A good location can be a first-mover advantage. This advantage can give the 
first mover a structural advantage over later entrants. 
 

The importance of the right business location varies by sector. For example, the success 
of retailers or restaurants depends by and large on the location of the establishment. 
On the other hand, call centres and back-office activities of commercial banks are al-
most location-independent - provided that the other factors like the availability of la-
bour are constant. 
 

Another aspect of location is the available area. Industrial plants like oil refineries of 
chemical production facilities usually take a lot of space. Since space is scarce - which 
implies that it is expensive in the most wanted areas - the cost component of location 
can be an important entry barrier. Especially when the established firms have acquired 
their locations long ago, below the current market-price level. 
 

Size  e f fects  
Although we might expect size effects to be apparent, the relation between location 
barriers and company size is not univocal. Market entry by start-ups in service sectors 
often occurs by small entrepreneurs, working form their own home. The availability of a 
business location is not an issue here, but the geographical location (relative to the ge-
ographical location of the target market) is. If the new venture is located far away from 
its customers, than the location might be a barrier to enter into that specific market. 

 
For example, small start-ups in the retailing or catering sectors might face bigger prob-
lems than production companies, because the latter are often less dependent on the 
specific place of their location. This implies that the relationship between size and loca-
tion as a barrier to entry is dispersed by sector developments (Van Noort and Reijmer, 

1999) and maybe also by other variables. 
 
Established firms, diversifying into a specific industry, might face other problems, espe-
cially when they have to start up a new facility or plant. The availability of a well-
situated business location at reasonable cost is essential in order to run an economically 
sound company. 

 
Yet, Van Noort and Reijmer (1999) have distinguished several differences in the location 
choice between SMEs and large businesses. The location choice taken by SMEs tends to 
be short-termed and is often not part of a formal strategy policy. Large businesses do 
consider the location choice to be part of their strategy policy and usually take other 
factors into account, such as their corporate image and possibly the distance to skilled 

labour, etc. 
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Susta inabi l i ty  of  the ba rr ier 
Scarceness of locations can be a structural condition of the estate market. Yet, large 
and financially powerful players in a specific market can also create scarcity by buying 

up pieces of land that might be potentially interesting for new entrants. Not only real-
estate offices apply this strategy, also other firms, among which retailing chains, have 
started buying strategic locations to prevent others from entering the market at a good 
location. 
 
The strategy of buying up pieces of land can be imitated by anyone within or outside 

the market, as long as their financial resources are adequate. For example, a large 
Dutch retail organisation has bought pieces of farmland at strategic locations near 
highways and junctions. In the future, these locations might be valuable when the area 
is being redeveloped for housing or for peripheral shopping centres. 
 
Ownership of land is an absolute right. Duration of the barrier will last as long as the 

most attractive pieces of land are in the hands of parties that try to manipulate the 
market. However, due to changes in business characteristics, business environment 
(among which market conditions) and external trends and developments, the location 
preferences of entrants might change. Also, government physical planning influences 
the possibilities that land owners have with respect to the development of the area. 
Changes of plans also influence the barriers to entry into certain geographical markets. 

When this happens, the height and duration of the barrier and the value of the pieces 
of land might change drastically. 
 
Ownership of the best locations is one of the sources of sustained competitive advan-
tage, and is thus a very valuable resource indeed. Unavailability of the right locations 
forms a severe barrier to entry. 

 
Locations are substitutable. Mostly, another location can be found. But, it can be much 
less attractive than the locations acquired by competitors. Substitutes are mostly sec-
ond-best alternatives that incur higher cost (e.g., transportation cost, furnishing cost) or 
generate lower income (if the location is less attractive for consumers). 
 

Poss i bi l i t i es  for  avoiding the barr ie r 
Avoiding the location barrier is difficult. Considering that lack of space is the most im-
portant push factor for companies to relocate, it is clear that space for business is scarce. 

However, existing companies might pro-actively acquire larger locations than initially 
needed, so that they will always be able to expand physically and diversify into new mar-
kets. 
 
Also, existing companies that are settled at the location might be bought off. 
 

Relat i on wi th other  ba r r ie rs  to  entry  
Location as a barrier to entry has clear parallels with: 
Access to strategic resources: Location could be one of the strategic resources (for 
example, for a shop or a restaurant). 
Absolute cost advantages: Certain locations might be less costly or may result in 
lower (distribution) costs. 
(Transaction) cost of operating in foreign markets: Location is also very important 

with respect to the geographic area of the market, especially for international compa-
nies. 
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Measurement of  the  barr ie r 
Up to date, no research is apparent to us where the location barrier has been described 
or measured. Possibly, the relative height of land prices could form a proxy, although 

the sector differences have to be taken into account. 
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3.27 Packing the product space 

Descr i pt ion of  the ba r r ie r  
Entry can be advantageous when there is space in the market for new products. That is, 
products that are differentiated from existing products in the market. Entry might be 
less attractive when incumbents are already offering all product varieties that customers 

could possibly desire. Adding a new variety often addresses a market niche previously 
served by standard products. In order to keep such new entrants out, incumbents may 
introduce new varieties (more than the incumbent would find optimal) (Cabral, 2000; 
Giraud-Héraud, Hammoudi and Mokrane, 2002). This phenomenon is called ‘packing 
the product space’. 
 

Barriers to entry are increased when a firm fills gaps in its product line or pre-empts al-
ternative marketing themes that an entrant might locally employ. Such moves force an 
entrant to take the defender head-on instead of being able to gain an unopposed  
beachhead, or command premium prices that can be used to offset higher cost (Porter, 
1985). Schmalensee (1978) postulates a brand proliferation strategy that happens to 
reduce customers’ fit cost but is primarily intended to occupy market niches and deter 

potential entry from rival firms. In a yet unpublished paper, Giraud-Héraud, Hammoudi 
and Mokrane (2002) argue that multi-product firms use connected markets to build 
asymmetric pricing schemes that permit the incumbent to shield off a fraction of its 
product line from competition. By doing this, the incumbent extracts consumer surplus 
from the market. The authors argue that the multi-product firm chooses its products’ 
price vector as a function of their exposition to outside competition. The closer a prod-

uct is to outside competition, the lower its price. Conversely, the more distant a product 
is from competition, the higher the price is. This strategy protects the more ‘distant’ 
market segments from competition because the competitive firms extract the highest 
possible market share from (potential) competitors. 
 
Extensive research in the American ready-to-eat cereals industry by Schmalensee (1978) 

has shown that, despite of large profits made by the incumbents (Kellogg, General 
Mills, General Foods and Quaker Oats), no entry occurred during the thirty years cov-
ered by the research. Yet, although the number of firms was stable, the number of 
brands sold by the incumbents rose from 25 to 80 and is still increasing. The introduc-
tion of new brands (product proliferation) seems a profitable way to keep other compa-
nies from entering the market, even when the additional brands make a loss. This indi-

cates that filling the product space is a highly strategic barrier to entry. 
 

Size  ef fects  
Being able to pack up the product space requires a company to be of at least some size. 
It implies that the incumbent runs at least two differently positioned brands, serving a 
considerable part of the market. Yet, there seem to be no size effects per se. Both small 
and large incumbents in principle have equal possibilities to fill up the product space. 

Moreover, large incumbents could leave their smaller competitors alone because they 
shield the large incumbent from the threat of entry by rivals. 
 
At the same time, the barrier is equally severe for small and large entrants. Both could 
face severe retaliation actions by the incumbent, even when they enter a small niche. 
Giraud-Héraud, Hammoudi and Mokrane (2002) argue that competition takes place 

only in segments that are near (a discount product does not compete with a product 
that is positioned at the high end of the same market). 
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Sus ta inabi l i ty  of  the barr ie r   
In first instance, packing the product space seems a very effective method for diverting 
entrants. However, incumbents should be aware of the fact that customers’ preferences 

might change and that their product range might not meet demands in the long run. 
The product portfolio should be periodically reviewed with respect to the coverage of 
customer demand. 
Second, the height of the barrier is not always sufficient to keep entrants from intro-
ducing rival products. Especially cheaper production methods, but also aggressive entry, 
accommodated by high marketing expenditures continue to form a threat to the posi-

tion of incumbents.  
 

Possi bi l i t i es  for  avoiding the  barr i er 

A completely packed product space might form an obstacle for entrants with similar 
products and production processes. However, entrants who specialise in a certain mar-
ket niche may still be able to evade the barrier by offering products that better meet 
the demands of the consumer. Simply charging lower prices is usually not an option, 
since we have seen that incumbents might be prepared to suffer the cost of selling at a 
loss. Besides, customer preferences tend to shift over time. Entrants who identify new 

niches that did not exist previously might find a new market opportunity. 
Moreover, incumbents can often retreat their products from the market quite easily. 
Thus, an entrant showing great dedication to introduce his own product (for instance, 
by making high investments) might scare away incumbents who wish to avoid expen-
sive competitive actions such as price cutting or advertising. 
 

Rela t ion wi th other  bar r ie rs  to  entry  
Packing the product space is highly connected to differentiation strategies, market 
segmentation, access to distribution channels and customer loyalty. 
 

Measurement of  the  barr ie r 
Cabral (2000) illustrates the concept of the packing of the product space with an ex-
ample from the ready-to-eat-cereals industry. He argues that the incumbent firms em-
ploy the strategy of packing up the product space since the (numbers of) competitors 

have not changed over time, while the number of brands brought on the market by 
these incumbents has risen steeply and is still rising. Thus, we could see the relative in-
crease of brands (or product positioning) of a given set of incumbents within a given 
period of time as a measure of packing the product space. In the cereals example, the 
number of brands of the 4 incumbents (Kellogg, General Mills, General Foods and 
Quaker Oats) has risen from 25 to 80, which is a 220% increase in a thirty-year time 

period. 
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3.28 Patents (product or process) 

Descr i pt ion of  the ba r r ie r  
Patenting forms a clear example of an endogenously caused entry barrier (mostly a stra-
tegic source). While companies invest in knowledge, there may be a few problems con-
cerning the non-exclusiveness and the non-rivalry of knowledge. 

The idea to reward the technology developer with a patent is to make investments in 
new technology worthwhile in sectors where the developers of a technology generally 
do not have the chance to earn back the investments. This is usually due to the fact that 
the technology is easy to imitate (non-exclusivity) and that the developer cannot set 
prices at such a level that they can earn back the cost of product development. A pat-
ent should give the owner the opportunity to earn back the investments. In other 

words, the essence of a patent is to supply the owner with a certain degree of market 
power for a certain period of time, permitting an unrestricted capture of excess profits 
from the patented idea (Shepherd, 1997). This makes entry in this industry more diffi-
cult and so patents can pose a barrier to entry. 
 
The value of patents differs very much. Many of the patents fail on the purpose they are 

created for. Patents also can create nasty side effects, like putting a stop to innovation 
when the patent leaves no room to go around it and the firm holding the patent 
chooses to exploit it. This is very sector- and even case-specific. 
 

Size  ef fects  
The opportunity to patent a technology should not differ for smaller or bigger firms (the 
familiarity with the patenting system probably does). To obtain and sustain a patent 

does require a certain amount of financial resources. 
The possibilities for a firm to avoid patents probably are related to firm size. It is to be 
expected that bigger firms find more ways to work their way around a patent than 
start-ups and small firms. Bigger firms also have more resources to protect themselves 
when other companies infringe the patent. 
 

Susta inabi l i ty  of  the ba rr ier 
The barrier of a patent always is sustainable during the lifetime of the patent and by a 
properly working patenting system. In this case, an infringement by another company 
should be taken to court. The question is whether the entry barrier posed by the patent 
is relevant or not. Sometimes firms find ways to enter the relevant market, without en-
tering the terrain of the patent using other technology, before the patent is properly 
established. The relevance of the patent as barrier to entry is, as made clear before, very 

case-specific. 
 

Poss i bi l i t i es  for  avoiding the barr ie r   

It should be clear that for potential entrants the patent, as a barrier to entry, is all about 
finding ways to avoid it. If not, they should accept the barrier, and the potential en-
trants become extinct, unless there are possibilities to buy a licence to make use of the 
patented technology. 
 

Relat i on wi th other  ba r r ie rs  to  entry  
Technological change: When there is rapid technological change, there generally are 

many ways to get around the patent. 
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Economies of scale: Patented process improvements (leading to cost leadership),  
where scale economies are substantial, appear to increase entry barriers (Harrigan, 

1983: 89). 
 

Measurement of  the  barr ie r 
A way for measuring the patent barrier to entry is to count the patents in the relevant 
industry environment. Ratings of the relevancy of patents can also be included in the 
process. 
 

References 
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3.29 Product differentiation 

Descr i pt ion of  the ba r r ie r  
Traditionally, IO theory views high levels of product differentiation in an industry as an 
important deterrent to entry. In such cases, entering the market through a niche is diffi-
cult, since the differentiated incumbents already supply most niches. In some differenti-

ated markets, entrants also have to enter with a differentiated product pallet. For ex-
ample, the paint market: a company that would only produce white paint is not likely to 
be successful. 
 
A firm may differentiate its product from the products of (potential) competitors in a 
number of ways. Bain (1956) refers to physical differences, branding or advertising and 

customer service as means of differentiation. If used strategically by an incumbent, 
product differentiation can be one of the most formidable barriers to entry (Bain, 1956; 
Porter, 1980; Karakaya and Stahl, 1989; Bass et al., 1978). The product-differentiation 
barrier has two main effects, the first of which is to win the buyer's allegiance for the 
incumbent (Bain, 1956). An incumbent may create brand awareness and brand loyalty 
among its buyers through advertising. It is generally assumed that such loyalty will 

cause the buyer to opt for the incumbent's (existing) product over an entrant's (new) 
product (Shepherd, 1997; Bain, 1956; Schmalensee, 1982; Karakaya and Stahl, 1989; 
Matthyssens et al., 1998). Schmalensee (1982) points out that since buyers have incom-
plete information regarding the quality of new products, they will typically prefer an 
incumbent's product. This product will become the standard against which other prod-
ucts are measured.  

 
The second effect of the barrier stems directly from the brand loyalty the incumbent has 
created among its buyers. According to Schmalensee (1982), product differentiation 
partly eliminates the pricing weapon for entrants because customers become less price-
sensitive. Price elasticity is thus decreased. Brand loyalty among customers allows in-
cumbents to raise their prices to a certain extent without losing customers (Shepherd, 

1997; Bain, 1956). At the same time, the incumbent is able to increase the entrant's 
costs of entry. By incurring selling expenses (such as costs of advertising to create prod-
uct differentiation), incumbents are actually forcing entrants to do the same. If entrants 
wish to compete with the incumbent's differentiated products, they will have to differ-
entiate their own products as well. The costs incurred by the entrant will always be 
higher relative to the incumbent's costs because, as a result of decreased price sensitiv-

ity among customers, the incumbent will be able to maintain higher prices than the en-
trant. Moreover, if the incumbent has sufficient economies of scale, he can, by increas-
ing the entrant's total costs as well as price levels, increase the entrant's minimum-
efficient scale (MES), i.e. force the entrant to commit to a greater level of output (Shep-
herd, 1997; Bain, 1956; Robinson and McDougall, 2001). Higher costs combined with 
reduced price elasticity and the customer’s loyalty to the incumbents’ brands are the 

main obstacles that an entrant must overcome when he encounters the product-
differentiation barrier. 
 
Conversely, Porter (1980) argues that industries with low product differentiation are 
unattractive to enter into, since undifferentiated industries usually obtain a high degree 
of efficiency (large economies of scale), not easily met by new entrants. This implies 

that both low and high product differentiation constitute barriers to entry, while indus-
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tries with medium levels of differentiation have low barriers for new entrants1. This con-

cept of entry barriers formed by product differentiation being a U-shaped curve was 

supported by the study of Yip (1982). 
 

Size  e f fects  
Size is an important factor with respect to entering differentiated markets. Entering a 
differentiated market usually requires the entrant to introduce an entire product line, 
carrying different product types at the same time. Large companies are better able to 
introduce this differentiated product pallet than small companies are. They are better 

able to cover the additional cost, such as production cost, advertising cost and distribu-
tion cost for differentiated products. Large entrants usually have larger budgets to cover 
these costs and are also better able to spread the risk of failure of product introduction. 
 
In low-differentiated markets, the high level of scale economies is the most important 
barrier. Large corporations will be better able to reach the required economies of scale 

or to acquire special technologies that can overcome the barrier. 
 

Sus ta inabi l i ty  of  the barr ie r 
In general, product differentiation is considered one of the toughest and most formida-
ble barriers to entry. It is not easily circumvented by entrants. Through product differen-
tiation, an incumbent may raise selling expenses for certain products, as explained be-
fore. Additionally, creating a fair amount of brand loyalty among his customers enables 

him to decrease the price elasticity, thus making buyers less sensitive to an entrant’s 
pricing strategies. He may subsequently raise his own prices to compensate. He can 
thus raise costs for the entrant who wishes to develop a competitive product. The most 
effective and popular way of differentiating one's product seems to be advertising 
(Shepherd, 1997; Robinson and McDougall, 2001). Furthermore, an incumbent may at-
tempt to gain control over distribution channels, e.g. through vertical integration (Bain, 

1956), or create switching costs for its customers (Karakaya, 2002).  
 
There is some dispute over the need of scale economies with product differentiation. 
With economies of scale, the incumbent may increase the entrant's MES, thus making 
the entrant commit to a greater output with greater costs. With this strategy, product 
differentiation can indeed be one of the most formidable barriers to entry. Bain (1956) 

finds that economies of scale are imperative for product differentiation to be an effec-
tive barrier to entry. This is disputed by many others, however, who state that the extra 
costs forced upon entrants and reduced price elasticity by itself already constitute very 
effective entry deterrents (Schmalensee, 1982; Karakaya and Stahl, 1989).  
 
Research by Robinson and McDougal (2001) indicates that the relationship between 

product differentiation and profitable entry has an inverted U-shape. A high level is as-
sociated with limited or no entry, whereas moderate levels do not limit entry as much. 
Thus a high level of differentiation seems appropriate for deterring entry (a low level of 
differentiation seems effective as well, but this has more to do with economies of 
scale). This seems reasonable, assuming that with moderate differentiation levels an en-
trant may attempt to differentiate into a fringe market not yet served by the incumbent, 

whereas with a high level of differentiation even the fringe markets will be served by 
the incumbent (the incumbent is ‘packing the product space’).  

 

1
 Conclusion: not only companies, but also industries can be ‘stuck in the middle’ (see Porter, 1985). 
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Poss i bi l i t i es  for  avoiding the barr ie r 
The product-differentiation barrier, especially when backed up by an incumbent’s eco-
nomies of scale, can be almost insurmountable. Although entrants with sufficient funds 

may challenge the differentiating incumbent, the cost disadvantages associated with 
this barrier will be reason enough for most entrants to reconsider their strategies. Not 
only will product differentiation result in a substantial cost disadvantage for the entrant, 
he will also have a hard time selling his products. Although product differentiation can 
be a formidable barrier, it is often also used by entrants as a way of avoiding barriers. 
As Kessides (1991) states, product differentiation may actually induce entry, since it 

offers entrants the possibility to differentiate their products and thus promote their 
qualities vis-à-vis the incumbent’s products. Entrants may, through advertising and 
marketing efforts, bring their products under the attention of prospective customers. 
They must aim at facilitating the customer’s product switch by emphasizing the new 
product’s quality and reliability. They may even consider (financial) incentives such as 
price deals to mitigate the effect of customer loyalty to the incumbent’s brand.  

 
Robinson and McDougal (2001) indicate that moderate levels of product differentiation 
(as opposed to low or high levels) are less effective barriers to entry. Under these cir-
cumstances, an entrant might use product differentiation to, for instance, gain a posi-
tion in the market that is not perceived as threatening by incumbents. The entrant 
should attempt to capture a niche market, thus avoiding the cost disadvantages associ-

ated with selling in the dominant market. The entrant could then use advertising and 
other means of promotion to create the impression that the product is not really com-
parable with the incumbent’s product. The most viable strategy for potential entrants, 
in short, will probably be to use product differentiation to differentiate their own prod-
ucts and focus on niches. 
 

Relat i on wi th other  ba r r ie rs  to  entry  
Capital requirements: When used effectively, product differentiation may substantially 
increase a newcomer's costs of entry, thus resulting in a higher level of capital require-

ments. This can occur through the increase of selling expenses as well as production 
costs (because of a higher MES). 
Access to distribution channels: The access to distribution channels, mainly through 
vertical integration, may facilitate the differentiation of products (Bain, 1956). 
Vertical integration: If there is vertical integration to such an extent that an incum-
bent controls distribution channels, this may facilitate the differentiation of products 

(Bain, 1956). 
Economies of scale: If an incumbent has sufficient economies of scale, he may use 
product differentiation to increase the entrant's MES. Economies of scale can greatly 
enhance the value of product differentiation as an entry barrier. 
Absolute cost advantages: Product differentiation may lead to the entrant incurring 
higher costs relative to the incumbent. 

Packing the product space: When levels of product differentiation are so high that an 
incumbent serves the entire market, including the fringe markets, he is said to be ‘pack-
ing the product space’. 
Gaps and asymmetries of information: Customers who must choose between an 
incumbents’ product or a new product, will generally opt for the former because they 
have incomplete information regarding the quality of the new product. 

Price level: Product differentiation enables an incumbent to reduce the price elasticity 
of customers, allowing him to increase his prices. 
Selling expenses: Through product differentiation, an incumbent may increase the 
selling expenses of the entrant (e.g., costs of advertising or customer service). 
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Advertising: This is generally considered the most practical way to differentiate one's 
product and increase selling expenses. 

Customer loyalty: The result of product differentiation should be to increase customer 
loyalty to the incumbent's brand vis-à-vis entrant's products. 
Brand name: Product differentiation should increase brand awareness among custom-
ers, and thus their sensitivity to the brand name. 
 

Measurement of  the  barr ie r   
Bain (1956) has developed a classification of entry barriers, ranging from ‘weak’ to 

‘great’. He finds that the effect of product differentiation on entry is measurable as the 
disadvantage of the entrant, as compared to the incumbent, in price receivable on sales 
or in unit-selling costs of securing a given price or volume. This is the minimum net 
price-plus-selling-cost disadvantage per unit of output suffered by the entrant as com-
pared to the incumbent. A 5% price disadvantage for a period of 10 consecutive years 
(or a 10% disadvantage for 5 years) indicates a ‘great’ entry-deterring effect.  

 
Alternatively, Robinson and McDougal (2001) use the advertising-intensity ratio as an 
indication of the level of product differentiation. This ratio is defined as a firm's adver-
tising expenditures divided by sales revenues. A value over or equal to 1 per cent indi-
cates a high level of product differentiation, whereas a value equal to or under 0.5 per 
cent indicates a low level. Values in between are considered moderate.  
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3.30 Research and development intensity  

Descr i pt ion of  the ba r r ie r  
Due to continuous research efforts, some firms can keep up a technological lead, creat-
ing a huge barrier to entry (Daems and Douma, 1985). Barriers to entry erected through 
R&D (and advertising) can discourage new firms from entering an industry. They have to 

invest heavily in R&D as well. Furthermore, R&D-intensive industries are often character-
ised by the existence of pricing pressures or absolute cost advantages (Harrigan, 1981: 
397).  
Incumbents could further barricade their portals by investing effectively in R&D (a) to 
increase technological scale economies within their respective industries or (b) to force 
the ongoing industry context to evolve in a manner which would make subsequent at-

tempts at entry even more ineffectual (Harrigan, 1981: 411). R&D expenditures may 
serve to deter entry while much of the costs are sunk. Potential entrants can be scared 
away by the sinking of these R&D expenditures from even entering in the R&D competi-
tion (Stiglitz, 1987: 928). This effect will be stronger if prices are rigid (e.g., because of 
customer loyalty). 
 

A following dilemma from the attempts to make new entry ineffectual by incumbent 
firms through R&D, is whether this should be favoured or not (see also the discussion 
on patents). First of all, deterrence of entrants may negatively influence market dynam-
ics and competition, resulting in an above-competitive market outcome. On the other 
hand, innovating firms will improve the general level of consumer welfare by introduc-
ing new and innovative products and services. Harrigan (1981: 411) gives arguments for 

the second aspect. Entry can be successfully undertaken by firms with the power to ride 
out the protracted war and the capacity to offer sufficiently valuable innovations to 
force the industry’s structure to evolve in a manner that favours them.  
 
While some studies find that R&D expenditures are negatively related to entry, as ar-
gued above, other studies find no such relationship and find in some cases even positive 

relations (Acs and Audretsch, 1989: 471). Here the subtle balance Schumpeter intro-
duced concerning innovation may be relevant, like it is concerning all technology-
related entry barriers. Too much innovation but also too little innovation is not very 
stimulating for potential entrants and economic welfare. 
 
Besides the dimension of R&D as a barrier to entry, it is important to also recognise R&D 

as an investment opportunity. 
 

Size  ef fects  
The entry barriers posed by R&D often do not hinder firms with ample cash reserves, 
which can profit from the efforts made by pioneers (Harrigan, 1981: 397). This suggests 
that R&D intensity poses a higher barrier for start-ups and small companies than it will 
for larger companies, because the latter should have more possibilities to meet the capi-

tal requirements. They can also take the advantage of R&D activities in related markets, 
compared to start-ups that have to start from scratch. 
 

Susta inabi l i ty  of  the ba rr ier 
Entry barriers erected through R&D are usually not built to last. The fact that entry bar-
riers posed by R&D often do not hinder firms with ample cash reserves, which can profit 
from the efforts made by pioneers (Harrigan, 1981: 397), shows that this barrier has no 

absolute character. Furthermore, to stay at the forefront of technological developments, 
constant innovations in R&D are necessary. 
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Possi bi l i t i es  for  avoiding the  barr i er   
When a firm can fulfil its capital requirements, it can acquire (e.g., through licensing or 
buying companies) the most successful technology reached by other companies as a re-

sult of R&D efforts. They can also develop the technology themselves. Thus the R&D in-
tensity barrier can be negated. 
A way to avoid the barrier of R&D intensity is to acquire new technologies in another 
way. An important requirement for this is the access to enough capital. Start-ups and 
small firms can maybe reach this by working together with bigger firms. The other way 
around big firms can finance start-ups and smaller firms to do some R&D, making the 

new technologies available for their partners. Furthermore, a radical technological 
breakthrough can change the industry drastically. 
While the acquisition of technology can be a way for avoiding the related barrier to en-
try, it should be clear that the relevant knowledge can be tacit sometimes. This makes 
the transfer of this knowledge much more difficult. 
 

Rela t ion wi th other  bar r ie rs  to  entry  
The most important link that should be recognised is the link with sunk costs, as most 
expenditures on R&D are by their very nature sunk. Obviously, most resources spent on 

a scientist to do research cannot be recovered (Stiglitz, 1987: 928).  
 

Measurement of  the  barr ie r 
R&D intensity can be measured by R&D divided by sales expenditures (Harrigan, 1981). 
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3.31 (Expected) Retaliation by incumbents 

Descr i pt ion of  the ba r r ie r  
The barrier of expected retaliation by incumbents can be defined as the aggregate of 
retaliatory strategies that an incumbent may deploy when faced with entry. It differs 
from more structural barriers, such as scale economies and seller concentration, in that 

it (usually) does not refer to pre-entry conditions, but to the specific strategic devices 
applied by incumbents after entry. Examples of such devices are prices, advertising, in-
novations and counteractions in related markets (Shepherd, 1997). Rather than by list-
ing all possible responses to entry, management scientists discussing the concept of re-
taliation usually take one of two approaches, which can be considered interdependent. 
The first approach is to attempt to create an aggregate framework for adequate re-

sponses to entry (for instance, Robertson and Gatignon, 1991; Gatignon et al., 1997). 
The second approach is about signalling the incumbent’s willingness to respond to po-
tential entrants and, through credible reputation building among entrants, deter entry 
(for instance, Scherer, 1980; Clark and Montgomery, 1998; Prabhu and Stewart, 2001). 
Research shows that anticipated response to entry by incumbents is one of the more 
important determinants of entry (Thomas, 1999).  

 
Robertson and Gatignon (1991) present a framework for response to entry. They stress 
that strategies should be designed prior to entry. Three types of strategies are identi-
fied: retaliation, accommodation and abandonment. The latter refers to an incumbent’s 
withdrawal from the market and is usually neglected. Whether a firm should retaliate or 
accommodate, according to Robertson and Gatignon (1991), depends on three criteria: 

incumbent’s competitive advantage, entrant’s scale of entry and entrant’s access to re-
sources. Robertson and Gatignon (1991) contend that higher incumbent’s competitive 
advantage combined with small entrant’s scale of entry and limited entrant’s access to 
resources justifies a retaliation strategy, while a stronger position of the entrant vis-à-vis 
the incumbent may be reason for accommodation. At the core of a successful response 
strategy is the use of the right marketing-mix instrument (Robertson and Gatignon, 

1991; Gatignon et al., 1997). The strategy will thus concentrate on price, product, com-
munications or distribution (see also figure 3). 
 
Essential to the barrier of expected retaliation is that an incumbent sends the potential 
entrant signals of his willingness to fight (Robertson and Gatignon, 1991). A company’s 
reputation may be essential, since it contributes much to a potential entrant’s expecta-

tions of the incumbent’s retaliation strategy. These expectations may be used to effec-
tively deter entry (Clark and Montgomery, 1998; Prabhu and Stewart, 2001; Thomas, 
1999; Scherer, 1980). 
 
Deterrence basically is about a defender trying to influence an attacker’s calculations 
concerning the costs and benefits of attacking. One can influence these calculations by 

building a reputation as a credible defender (Clark and Montgomery, 1998). The in-
cumbent may shape his reputation among entrants through signalling (Clark and 
Montgomery, 1998; Prabhu and Stewart, 2001). An entrant’s interpretation of signals 
will depend on the context of the signal and the availability of information (for instance, 
with low information availability, an entrant will sooner trust an incumbent’s signals). 
Importantly, Milgrom and Roberts (1987) have applied the signalling theory to such 

strategic concepts as limit-pricing and predatory pricing. They contend that imperfect 
information facilitates signalling through pricing strategies. 
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Size  e f fects  
According to Montgomery and Gatignon (1991) and Gatignon et al. (1997), retaliation 
may not be very effective when entrants are large and powerful. They should rather be 

accommodated. Small-scale entry may be met by more aggressive responses. This is dis-
puted by Yip (1982), however, who states that small firms, especially when entering 
niches, not always have to be considered a threat.  
 
Company size also seems to be a determinant for successful retaliation. It is suggested 
that large firms may more openly threaten retaliation because of their market strength, 

while small firms should be more candid about their response potential (Robertson and 
Gatignon, 1991).  
 
Furthermore, market size matters as well. There is a general conviction that large mar-
kets with substantial demand may cause incumbents to accommodate entry more easily 
than when markets are small (Yip, 1982; Porter, 1980).  

 

Sus ta inabi l i ty  of  the barr ie r 
Gatignon et al. (1997) present three criteria to assess whether a response strategy is 

successful (and thus could be called sustainable): speed of reaction, the marketing-mix 
instrument(s) used, breadth of reaction (number of different instruments used). The first 
and last criteria are quickly discussed: successful retaliation should be swift and should 
depend on as little different instruments as possible. The selected marketing-mix in-
strument deserves more attention, especially when considering the pricing weapon. 
  

As indicated previously, the marketing-mix instrument used is essential to a firm’s re-
taliation strategy (Robertson and Gatignon, 1991). Aggressive pricing may be of use 
when a market is price-sensitive, cross elasticity of demand is high and economies of 
scale and experience are present. A much discussed pricing strategy is limit-pricing. This 
concept refers to an incumbent’s ability to determine the maximum price level at which 
entry is deterred; setting prices just below this level will maximise profits when entry 

barriers are substantial. Firms will maintain higher-than-monopoly levels of output to 
discourage entrants. However, this contention is criticised by many scholars, because 
keeping up non-efficient levels of output prior to entry is considered a non-credible 
threat to entry (Geroski, 1995). Another widely used pricing strategy, predatory pricing, 
refers to an incumbent’s attempt to push an entrant out of the market by drastically 
lowering prices. The threat of price cuts upon entry may be credible and grant the in-

cumbent the reputation of a low-cost firm (Clark and Montgomery, 1998). Although 
some price strategies may obviously aid in building a reputation, pricing is in general 
not considered a very effective, let alone crucial, element of retaliation (Thomas, 1999; 
Geroski, 1995; Gatignon et al., 1997). Marketing instruments other than price are 
widely used to fight entry. Thomas (1997) refers to advertising as a major source of re-
taliatory action. This view is supported by Gatignon et al. (1997), who also indicates 

product-related strategies (new product introduction, product differentiation, packing 
the product space) may be of great importance.  
 
Having selected its strategy, an incumbent must send credible signals to potential en-
trants. According to Clark and Montgomery (1998), signals will be more influential 
when the gathering of information by entrants is costly or difficult. The credibility of a 

signal will depend on an incumbents’ consistent level of activity and his success. Firms 
that are consistently strategically active and successful may easily send credible signals 
(Clark and Montgomery, 1998). Prabhu and Stewart (2001) indicate that a firm’s signals 
should vary according to a firm’s strength. Strong firms should clearly and unambigu-
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ously emphasise their internal context, strengths and abilities, while small firms should 
time signals together with external signals or incomplete information so as to create 

confusion as to the firm’s actual strength. It should be noted that a firm may deliber-
ately send false information through signalling, for instance to appear stronger and 
more ferocious than actually is the case. 
 
Turning back to Milgrom and Roberts (1987), we must point to the important role that 
pricing strategies may play in signalling. According to their research, strategies such as 

limit-pricing and predatory pricing may be successful due to a lack of information on 
the entrant’s part. An entrant will then more readily assume pre-entry price levels to be 
an indication of an incumbent’s post-entry behaviour. They stress, however, that an en-
trant will expect such strategies to take place, making the outcome of the game rather 
uncertain. 
 

Poss i bi l i t i es  for  avoiding the barr ie r 
It is generally agreed that entrants who commit themselves to substantial scale and in-
vestment in an industry may be accommodated by the incumbents. This seems logical, 
considering that entrants who are able to make such commitments presumably are 
large and powerful. As was stated earlier, many incumbents will accommodate entry if 
an entrant is so powerful that any retaliation would result in highly aggressive competi-
tion and the overall deterioration of profits. The contention that large and powerful 

companies will meet limited resistance when entering new markets is quite straightfor-
ward.  
 
This is not to say that small companies cannot benefit from size-related advantages. 
Robertson and Gatignon (1991) and Geroski (1995) contend that small companies will 
often not be considered a threat because of their limited size. Thomas (1999) suggests 

that firms enter markets on a small scale so as not to induce responses from incum-
bents. This view is supported by Yip (1982). 
In addition to scale of entry, product characteristics are often referred to as a successful 
strategy for avoiding retaliation. Yip (1982) indicates that the positioning of products 
and differentiation may do much to alleviate the threat of incumbent response. 
Through product differentiation and positioning efforts, an entrant may focus on a 

fringe market and stay out of an incumbent’s way. Even if an incumbent would want to 
respond, according to Yip (1982), this would be difficult because competing in a market 
other than the incumbent’s main market would probably require him to change existing 
business structures and processes.  
 
Closely related to differentiation and positioning is product innovation. Innovative entry 

refers to a change in technologies (Gatignon et al., 1997). An entrant who uses new 
technologies may discover new niche markets or redefine the nature of the industry, 
thus leaving incumbents at a disadvantage. 
 
Concerning the issue of signalling and reputation building by incumbents, entrants 
should be aware that reputation may not only present a credible estimate of an incum-

bent’s response at entry (and thus be a valuable strategic tool), but that it may also be 
used by incumbents to convey false information and thereby deter entry. Access to valid 
and recent information may mitigate these circumstances. 
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Rela t ion wi th other  bar r ie rs  to  entry  
Economies of scale: Entrants who have economies of scale will be more able to with-
stand retaliation by incumbents. If the entrant is credibly committed to large scale, in-

cumbents may very well accommodate entry. 
Product differentiation: It is generally agreed that product differentiation offers one 
of the most effective ways of avoiding incumbent retaliation. Through product differen-
tiation, an entrant may avoid direct entry into the incumbent’s market. On the other 
hand, product differentiation is also cited as one of the most successful defence strate-
gies. 

Packing the product space: This is referred to as a highly successful strategy for de-
fending an incumbent’s market. 
Gaps and asymmetries of information: When information is incomplete and expen-
sive, entrants will sooner trust the signals sent by an incumbent. 
Speed and radicalness of technological change: Technological change (and product 
innovation) may offer the entrant an opportunity to avoid the effects of an incumbent’s 

retaliatory strategy.  
Advertising: This is widely cited as one of the most important ways of defending a 
market. On the other hand, advertising may be a valuable instrument for entrants to 
position their (new) products vis-à-vis the incumbent’s products. 
 

Measurement of  the  barr ie r 
Gatignon et al. (1997) sent a questionnaire to company executives, asking them about 
their opinion on measures of retaliation strategies. They measure defence strategies 
along three dimensions: reaction speed, marketing-mix instrument used and breadth of 

reaction on number of marketing-mix instruments used). They find that high levels of 
reaction speed and low levels of breadth of reaction result in a more successful defence. 
As far as the marketing mix is concerned, promotion (advertising) and product-related 
instruments are identified as important aspects for a successful strategy, whereas price 
is not.  
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3.32 Seller concentration 

Descr i pt ion of  the ba r r ie r  
The degree of concentration among incumbents constitutes perhaps one of the oldest 
and most important documented barriers to entry. The common term is ‘seller concen-
tration’, although the term ‘market concentration’ is also used. Most prominent in his 

research on the subject is Bain (1951, 1956). He categorises seller concentration not so 
much as a barrier to entry but as a ‘condition of entry’, which, in Bain’s view, puts the 
degree of concentration at the very basis of the entry question. The common explana-
tion as to how seller concentration will affect entry is that a high degree of concentra-
tion will often lead to collusive behaviour among incumbents (Bain, 1951, 1956; Cotter-
ill and Haller, 1992; Orr, 1974). Of course, the general argument that in oligopolistic 

industries there is a definite tendency toward collusive behaviour (or ‘collective action’ 
as Bain (1956) describes it) is well known. According to Cotterill and Haller (1992), stra-
tegic behaviour of incumbents to forestall or allow entry varies directly with the level of 
seller concentration.  
 
In a highly concentrated industry, incumbents will be aware of their ability to, through 

collective action, affect the conditions of entry. They will do this mostly trough strate-
gies of limit-pricing (Bain, 1951, 1956; Modigliani, 1958, Mann, 1966). The limit price is 
the price just above which entry would be attracted. The degree of seller concentration 
will, partly because it advances the use of pricing strategies by incumbents, have a di-
rect effect on profit rates for existing suppliers in the industry. The effect of barriers on 
profit increases directly with the level of concentration (Karakaya and Stahl, 1989). Bain 

(1951, 1956) found that profit rates in industries with concentration ratios exceeding 
70 per cent were substantially higher than profit rates in less concentrated industries. 
This correlation between concentration and profit has been confirmed in other research 
(e.g., Mann, 1966; Cotterill and Haller, 1992; Comanor and Wilson, 1967). It will be 
discussed further in the following paragraphs.  
 

Size  ef fects  
There is a clear correlation between size and the degree of concentration. A high de-
gree of concentration will mean that companies in the industry are large. Any market 
with a high level of concentration will thus be dominated by large companies. Inversely, 
in any market that is dominated by large companies, a high level of concentration may 
be expected.  
 

Susta inabi l i ty  of  the ba rr ier 
As stated earlier, incumbents in highly concentrated markets will realise their interde-
pendency and act collusively. The greater the concentration, the less likely they are to 
act as price-taking firms (Martin, 2002). Price strategies will be at the core of the firms’ 
collective behaviour (Bain, 1951, 1956; Mann, 1966; Cotterill and Haller, 1992). Ac-
cording to Bain’s (1956) static price model, firms will probably set prices below the limit 
price when the overall entry barriers are high and the risk of entry is not great (Bain, 

1956; Mann, 1966). By limiting their price, they forestall entry and maximise long-term 
profits. If barriers are low, however, and threats of entry are credible, firms may rather 
push up prices to approach the limit price. This might discourage entrants. According to 
Masson and Shaanan (1982), incumbents may even prefer a short-run maximizing price 
to acquire maximum short-term profits. Research by Cotterill and Haller (1992) indicates 
that, when barriers are high, price levels will eventually become non-competitive, as less 

firms are willing to attempt entry into the market. This results in relatively high long-
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term profits for incumbents. If additional entry barriers are also substantial, this adds to 
the effect, increasing profits even more.  

 
It should be noted that since rather stringent anti-trust legislation prohibits most forms 
of explicit collusion in western economies, collective action will often be of a tacit na-
ture. This means that each firm’s actions must be based on predictions regarding the 
behaviour of the remaining incumbents. These predictions will be mostly based on past 
experience (Bain, 1956). Clearly, tacit collusion can easily become unstable when firms 

make the wrong predictions. This can substantially decrease the effect of the barrier 
and adversely affect the incumbents’ position. Mann (1966), for instance, states that 
profits may well turn out to be normal (as opposed to high profits as a result of success-
ful pricing strategies) if the incumbents fail to cooperate with regard to price and out-
put. 
 

Possi bi l i t i es  for  avoiding the  barr i er 
Although scientific literature abounds with data on the characteristics of seller concen-
tration and the relation with limit-pricing, little is to be found on possibilities for avoid-
ing the barrier. Authors on this subject seem to agree, however, that seller concentra-
tion is to be considered a structural and very substantial barrier, the effects of which are 
hard to battle. The importance attributed to this barrier may become clear upon exam-
ining the research of Bain (1956) who lists seller concentration not so much as a barrier, 

but rather as a condition of entry (thus making it an even more fundamental determi-
nant of entry). Harrigan (1981) even describes seller concentration as a structural factor 
that cannot be influenced significantly by entrants’ strategies. 
 
Some remarks can be made, however, as to ways to decrease the effect of this barrier. 
There may, for instance, be fringe markets that are not being supplied adequately by 

the incumbent parties. When concentration levels are high, entrants might do best to 
avoid attacking incumbents’ market shares but attempt to create new ones and seek 
out new customers. This is especially useful when additional barriers are also high. In-
cumbents may allow entry if they do not perceive the entrant as a direct threat to their 
own share of the market. Small competitors with little capacity may at times also be al-
lowed to enter the market, since they too are not regarded a real threat. The accom-

modation of small entrants is commonly referred to as judo economics. Thomas (1999) 
stresses that it is imperative for entrants to commit to a small share of the market in or-
der to convince incumbents to accommodate entry.  
 
Furthermore, the entry-limiting effect of seller concentration can be decreased if tacit 
collusion (as described earlier) becomes unstable. This is however dependent on factors 

that the entrant cannot control. Finally, it should be noted that many forms of collusion 
(either explicit of tacit) are forbidden by law. If an entrant suspects some degree of col-
lusion or concentration disrupting normal competition, he may request that authorities 
look into the matter and possibly terminate the collusion or concentration.  
 

Rela t ion wi th other  bar r ie rs  to  entry  
Capital requirements: Since a high degree of concentration often indicates large 
firms, capital requirements will be substantial and most incumbents’ resources will be 
too. Moreover, large capital requirements may be an important motive for concentra-

tion in a certain industry (Comanor and Wilson, 1967).  
Economies of scale: Large concentrated firms will be better able to acquire and use 
substantial economies of scale (Comanor and Wilson, 1967). Moreover, economies of 
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scale may be an important motive for concentration in a certain industry (Comanor and 
Wilson, 1967). 

Government policy: Collusion is in many cases considered illegal, and different forms 
of collective action are subject to anti-trust laws and government scrutiny. Concentra-
tion, if resulting from a merger or some type of acquisition, may be subject to merger 
laws and government regulation on concentration and market power. 
Retaliatory action by incumbents: A high degree of concentration means that in-
cumbents have substantial market power. This indicates that retaliatory action will often 

be fierce. Moreover, we have learned that retaliatory action will often involve pricing 
strategies. 
 

Measurement of  the  ba rr ier 
The measure for the level of seller concentration in a certain industry is usually given by 
a concentration ratio. Most commonly used (especially in older research) is the m-firm 
concentration ratio (CR) (Martin, 2002):  
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(where m represents the number of firms involved and s represents the market share 
per firm). 
 

If m equals 4, for instance, the market shares of the four largest firms in the industry 
are added up to show the 4-firm concentration ratio. Bain (1951, 1956) relied on the 4-
firm as well as the 8-firm concentration ratios as the basis for his infamous research into 
entry barriers. Others, such as Mann (1966), also make use of the method. Martin 
(2002) also presents the Herfindahl-Hirschman Index as a widely used measure of mar-
ket concentration. This index (HHI) is defined as the sum of squares of firms’ market 

shares: 
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(where m represents the total number of firms and s represents the market share per 
firm). 

 
Harrigan (1981) also uses the absolute number of competitors as well as market shares 
represented by the second four largest firms to estimate concentration in a certain in-
dustry. 
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3.33 Selling expenses 

Desc r ipt i on of  the bar r ie r  
Selling expenses can help to maintain the customer-dependency relationship and thus 
provides existing firms with strong and stable product preference patterns. From the 
point of view of entrants, selling expenditures may lead to shifts in demand functions 

and customer preferences. In other words, high selling expenditures may increase cus-
tomer loyalty and increase customer-switching costs. 
 
There is a positive relationship between selling expenditures and product differentia-
tion. Selling expenditures can take the form of advertising, customer-service organisa-
tions, dealer-service organisations, etc. Comanor and Wilson (1967) argue that selling 

expenditures increase the degree of product differentiation. Yet, the relationship could 
also be the other way around: high selling expenditures could be a symptom of a high 
level of product differentiation. 
 
A high level of selling expenditures by incumbent firms will result in a strong preference 
for existing products. Entrants have to spend large amounts of financial resources to 

counter these preferences. High levels of selling expenditures by incumbents demand 
from entrants to also maintain a high level of selling expenditures. For example: mobile-
telephone dealers receive a relatively high financial reward for each mobile-phone sub-
scription sold. These rewards are one form of selling expenditures. Entrants who do not 
give the same rewards will not sell many subscriptions through these mobile-phone re-
sellers. Hence, high selling expenditures by incumbents increase the capital require-

ments of entrants. 
 
On the basis of empirical research, Gatignon, Robertson and Fein (1997) showed that 
increasing sales expenditures as a reaction to entry (retaliation) contributes significantly 
to maintaining the incumbent’s market position. 
 

Size  e f fects  
There is no economic literature available about the influence of company size on the ex-
ante barrier of selling expenditures. However, it may be expected that larger incum-
bents with a strong brand name maintain a high level of selling expenditures and vice 
versa. 
 
It may also be argued that large entrants who are already active in other markets may 

more easily overcome a high level of selling expenditures than start-ups or small busi-
nesses. Larger corporations usually have easier access to the required financial resources 
to counter the incumbents’ selling expenditures. 
 

Sus ta inabi l i ty  of  the barr ie r 
A high level of selling expenditures is only possible as long as gross profits are high. This 
implies that the level of selling expenditures is much more dependent of market struc-

ture than it is of anything else. Although there is no theoretic or empirical proof yet, it 
may be argued that selling expenditures will be highest in oligopolistic markets. 
 
Furthermore, usually only the introduction of a new product (or the repositioning of an 
existing product) will be accompanied with high selling expenditures, whereas the sales 
expenditures for maintaining a good brand name will usually be at a lower level. 
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Poss i bi l i t i es  for  avoiding the barr ie r 
As selling expenditures contribute to product differentiation, abstaining from high levels 
of selling expenditures may also be a way of differentiating one’s product. This strategy 

is often used with white-label products. These products are to be found in most con-
sumer product markets. Good examples of these products are the groceries that one 
can find in low-budget supermarkets. But also in other industries (such as clothing, 
household appliances, etc.) one can find this type of product. 
 
Avoiding the barrier of high selling expenditures seems especially difficult in oligopolis-

tic markets, but no theoretical or empirical proof of this postulate has yet been found. 
 

Relat i on wi th other  ba r r ie rs  to  entry  

Dynamic limit price: Bain suggested that the limit-price level is a function of the sell-
ing expenses.  
Brand name: Selling expenditures can help maintain a good relationship with the (end) 
customer since it contributes to the building of a strong and favourable brand name.  
The main part of selling expenditures consists of expenses to maintain the brand name. 
Capital requirements: High levels of incumbents’ selling expenditures increase the en-

trants’ capital requirements. 
Furthermore, selling expenditures Are associated with retaliation, advertising, prod-
uct differentiation, customer loyalty and customer-switching costs. 
 

Measurement of  the  ba rr ier 
Gatignon, Robertson and Fein (1997) have measured the success of various incumbent 
defence strategies against new product entry. One of the strategies considered in their 

study was the increase of sales expenditures (advertising/sales force/channels-reaction 
intensity). The variable has been operationalised in a questionnaire among managers of 
incumbent firms across a wide range of industries, as the combined measure of ‘we in-
creased our advertising and promotion budget’, ‘we expanded our sales force’ and ‘we 
expanded our distribution’. These measures could be scored either ‘yes’ or ‘no’ and on 
a scale ranging from 1 (minor) through 6 (major). Although the measured variables are 

ex-port variables, they somehow measure the deterrent working of high-sales expendi-
tures. 
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3.34 Special risk and uncertainties of entry 

Desc r ipt i on of  the bar r ie r  
Entry into an industry bears more risks and uncertainties than continuing already exist-
ing operations within that same industry. In essence, all risks and uncertainties are asso-
ciated with sales revenues and operating cost. Some examples are:  
− Uncertainty about the revenues 
− The risk of encountering unexpected cost or difficulties 
− The risk of increased competition (for an extra competitor is added to the industry) 
− The risk of complete failure of the entry 
− Uncertainty about retaliation by incumbents.  
 

The uncertainty works in two ways. First, there is a psychological barrier: potential en-
trepreneurs may have substantial doubts and refrain from entering. They often have to 
give up a certain situation for the uncertainty of the new venture. Second, banks and 
other financial institutions will calculate any risks in their interest rates. Thus, entrants 
usually also face higher cost than incumbents, due to higher uncertainties and risks as-
sociated with the entry (new companies have a relatively low survival rate). 

 

Size  e f fects  
There are some considerable size effects with regard to risks and uncertainties of entry. 
Both small and large companies face risks and uncertainties associated with entry, but 
larger companies that already have an established brand name face lower risk and un-
certainties with regard to being accepted by consumers. Also, larger competitors usually 
have higher budgets to overcome certain financial risks or to bear the cost of initial 

losses. On the other hand, corporations with an already established brand name bear 
the additional risk of harming the carefully built brand name and thus harming other 
products. 
 
Larger companies might be able to finance the entry themselves, but also in such cases 
an internal interest rate with a risk premium added should be calculated. Because of the 

risks and uncertainties of entry, the expected return on investment will be lower for en-
trants - large and small - than for existing incumbents. 
 

Sus ta inabi l i ty  of  the barr ie r 
The barrier is a structural one, but can to some extent be influenced by incumbents. In-
cumbents can sustain the barrier by (a) pointing out existing risks and uncertainties to 
(potential) entrants and their financers, or (b) they could increase uncertainty about the 

viability of a new product entry by withholding crucial competitive information. This 
might deter potential entrants, or might induce financers to charge higher interest rates 
which leads to higher cost of capital. A third way of increasing the risks and uncertain-
ties associated with entry is to build a reputation that the incumbent uses strong retalia-
tion powers when faced with a new entrant. 
 

Possi bi l i t i es  for  avoiding the  barr i er 
A good preparation of entry might lower the risks and uncertainties for a potential en-
trant. Detailed studies of the industry, identification of possible pitfalls and learning 

from experiences of previous entrants could help a potential entrant to lower the uncer-
tainties and avoid risks. However, some risks will always remain. The challenge is to 
make the risks and uncertainties as small as possible at reasonable cost. 
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Relat i on wi th other  ba r r ie rs  to  entry  
Several other barriers are related with the risk and uncertainty of entry. They all have to 
do with uncertainty concerning market condition, reactions of incumbents and the op-

erational issues: 
− Expected retaliation (reputation) 
− Causal ambiguity 
− Investment risk 
− Market experience (of the entrant) 
− Secrecy about crucial competitive conditions 
− Gaps and asymmetries of information. 
 

Measurement of  the  ba rr ier 

We have not found specific measurement instruments for this variable in a competition 
context. In the literature on entrepreneurship, several perceptual measures are devel-
oped to measure the perceived investment risk of entering a market. 
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3.35 Sunk cost 

Desc r ipt i on of  the bar r ie r  
Sunk costs are those costs that (on the short or intermediate run) cannot be eliminated, 
even by total cessation of production. Therefore, once committed, sunk cost are no 
longer a portion of the opportunity cost of production (Baumol and Willig, 1981: 406).  

 
The extent to which costs are sunk influences the decisions of the incumbents to entry 
and, therefore, the entry decision. When entrants have to bear certain cost that incum-
bents do not have to bear, entry may be very unattractive, especially if these costs are 
sunk (Baumol et al., 1982). In that case, leaving the market is often also at a cost, i.e. 
sunk costs usually represent a barrier to exit, since the investments cannot be made un-

done without costs. Therefore, exit costs also represent a kind of barrier to entry. 
 
Baumol et al. (1982) introduced the theory of contestability or ultra-free entry. In con-
testable markets (1) entry is free and without limit (replacing any existing firm is possi-
ble, matching all dimensions of size, technology, costs, product array, brand loyalties, 
etc.), (2) entry is absolute (it can take place before incumbents can respond and these 

incumbents can be replaced by the entrant even with a tiny price difference) and (3) en-
try is perfectly reversible (exit is perfectly free; zero sunk cost) (Baumol et al., 1982). In a 
perfect contestable market, potential entrants will discipline incumbents. The competi-
tive equilibrium will be the result. 
 
Sunk cost have another aspect, it influences the decisions of the incumbents. When 

firms have to make sunk cost, they sure are in someway committed to these activities, 
while they do not want to lose money. This implies that they are willing to lower their 
price to the level of their variable cost on the short run, in order to drive out the new 
competitor and remain profitable in the long run. In case of entry, sunk costs discour-
ages firms from cutting output (Geroski et al., 1990: 27). When incumbents react to 
entry and strike back in an effective way (sunk costs allow a more aggressive response 

to actual entry than would be possible if costs were not sunk, marginal costs are lower), 
entrants can be driven away (and so lose the sunk cost). The incumbent would tolerate 
a lower level of profit than it would accept if it were to invest capital in a new venture 
or machine. Following, the entrants want to be really sure of a healthy market share 
before entering. This creates a huge barrier to entry, while this making sure is not al-
ways (!) possible. 

 
Sunk costs constitute a very sustainable barrier to entry. While fixed costs do not consti-
tute barriers to entry (they do not need to have undesirable welfare consequences), 
sunk cost do. Baumol and Willig (1981: 405) argue that some markets may be perfectly 
contestable with the desirable attributes of competitive equilibrium even when large 
fixed costs are involved. 

 
Sutton (1991) differentiates between endogenous sunk cost and exogenous sunk cost. 
Endogenous sunk costs are sunk costs that come from variables that imply a choice 
from firms such as R&D and advertising. Sunk costs that must be incurred by all en-
trants, like the sunk costs coming from scale economies, are exogenous sunk costs. 
 

Size  e f fects  
Sunk costs are the same for small and large firms. There is, however, a difference be-
tween the incumbent and the (potential) entrant. The incumbent cannot recover its 
capital expenditures, but the entrant can by not making the investment. This implies 
that the entrant has a higher effective rental rate of capital than the incumbent.  
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Firm size can matter in the way firms can deal with sunk costs. This is closely related 
with the way companies can deal with scale economies, i.e. sunk cost and scale econo-

mies are often closely related (Geroski et al., 1990). While large firms often have more 
possibilities to acquire the required capital (presumably at lower costs), the barrier to 
entry of sunk cost is a minor problem for larger companies while they do not have the 
need to earn back the invested capital in a very short period of time. This suggests that 
entrants in an industry with large sunk cost are more likely to be successful when they 
have a certain size (coming, e.g., from activities in another industry).  

 

Susta inabi l i ty  of  the ba rr ier 
Exogenous sunk costs (coming from industry structure) like the costs associated with 
economies of scale are sustainable up to the point that industry structure changes dras-
tically. A changing industry structure can come from large technological changes. Sunk 
cost made by incumbents cannot be recovered, but new large sunk cost may not be 
unavoidable anymore.  

 
A special case is when sunk costs suddenly lose their sunk character. This could happen 
when another purpose for the sunk investments is found. 
 
Endogenous sunk costs imply an obvious choice for incumbents. For instance, they can 
invest heavily in advertising. If this creates a sustainable barrier depends on the question 

whether new entrants really have a choice or not. New entrants may decide not to in-
vest in large advertising costs (with a sunk character), but compete on price or develop 
a superior distribution channel. The alternatives can also come from technological 
changes. 
 

Poss i bi l i t i es  for  avoiding the barr ie r 
Avoiding the barrier of sunk cost is very difficult, because almost all investments entail a 
certain amount of sunk cost and even a relatively small portion of sunk cost can create 
a severe barrier to entry, especially if prices are sufficiently rigid (Stiglitz, 1987; Geroski 

et al., 1990). 
A way to avoid the barrier can be, for instance, to lease the resources which contain 
sunk costs. This can prove to be difficult, while finding a company that wants to take 
the risk to own the resources containing large sunk cost without doing something with 
it besides taking the risk, will be very difficult (for a reasonable price). 
Another possibility is to work with a partner who owns the resources containing sunk 

cost. Here, problems concerning asset specificity and bilateral dependence together 
with the impossibility to write complete contracts (see vertical integration and asset 
specificity) will be very severe. 
Sometimes, the barrier can be avoided by finding an alternative for the resources con-
taining sunk cost, which is most likely when there are endogenous sunk cost. This will 
appear to be difficult. 

 

Relat i on wi th others  barr ie rs  to entry  
Asset specificity: The more specific assets are, the larger the amount of sunk cost usu-
ally is. 
R&D intensity and advertising: The relation of sunk cost with R&D and advertising is 
very important, while this kind of investments entail large amounts of sunk costs (Sut-
ton, 1991).  

Technology level: Incumbents taking action to deter entry can decide to use tech-
nologies where large sunk costs are involved (Stiglitz, 1987). 



130  

Technological change: Technological change can make sunk cost as a barrier to entry 
less sustainable (see sustainability of the barrier). 

Economies of scale: Baumol, Panzar and Willig (1982) objected to the since Bain 
(1956) widespread acceptation that economies of scale result in highly concentrated 
markets and supernormal profits. They argue that fixed costs do not form a barrier to 
entry, but that the extent to which (these) costs are sunk does. 
 

Measurement of  the  barr ie r 
Sunk cost can be measured by taking 1 minus the ratio of second-hand bought ma-

chinery and equipment over the total investments in machinery and equipment 
(Fotopoulos and Louri, 2000: 317). Also Asplund (1999) uses second-hand market in-
formation to calculate sunk costs. 
Gilbert (1986) used the share of capital and labour costs as an estimate of sunk costs 
(labour contracts are difficult to terminate without incurring substantial costs).  
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3.36 Technological change 

Descr i pt ion of  the ba r r ie r  
While radical technological or environmental change usually offers the widest gateway 
for most entrants and poses the greatest threat to incumbents (Yip, 1982: 29), indus-
tries where radical technological change is too frequent may not seem attractive to new 

entrants. Problems concerning new investments and the earning back of investments 
can scare potential entrants away. 
When one considers the industry as a whole, technological change can be considered as 
a structural barrier to entry. Too much, but also too little technological change does not 
seem to be ideal for potential entrants. Some technological improvements, with spill-
overs (‘halo effect’), are expected to attract new entrants (Harrigan, 1981). 

While some studies suggest that incumbent firms can use technological change as an 
instrument to retaliate against entry, other studies find that a high technological envi-
ronment is actually conductive to entry (Acs and Audretsch, 1989: 471). 
 

Size  ef fects  
There is subtle balance concerning the barriers to entry related with technology. While 
on the one hand some monopolistic elements seem to accelerate innovation, the barri-

ers to entry have to be kept at modest levels while technically innovative newcomers 
also have an important role to play concerning innovation, like Schumpeter has put it 
delicately (Sherer and Ross, 1990). 
Size effects are not very important when one takes technological change into account. 
 

Susta inabi l i ty  of  the ba rr ier 
In many industries, there is some sort of dominant design that rules the industry. 

Whether a technological change can pose a challenge to the dominant design and can 
set a new dominant design depends on the specific market conditions in that industry. 
This taken into account makes it difficult to say anything about the height and sustain-
ability of technological change as a barrier to entry. 
 

Poss i bi l i t i es  for  avoiding the barr ie r 
It appears to be very difficult to avoid this barrier to entry, because a firm has little in-
fluence on technological change imposed by other firms. 
 

Relat i on wi th other  ba r r ie rs  to  entry  
Technological change can negate other barriers to entry like economies of scale, ab-
solute cost advantages and asset specificity as obvious examples. For example, 
technological change can destroy the scale barrier to entry, making large-scale facilities 
fragile and immobile (Yip, 1982: 29). 
When the relation between barriers to entry and innovative entries is studied, it appears 
that some barriers to entry (capital requirements, switching costs and distribution ac-

cess) do not seem to hinder innovative entrants, while the barriers cost advantages and 
proprietary assets also pose significant hurdles concerning innovative entries (Han et al., 
2001). The barrier of proprietary assets is related to barriers such as vertical integration 
and access to resources. 
When technological change is important, the contestability doctrine is not applicable, 
because technological change involves increasing returns and sunk costs (Stiglitz, 1987). 
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Measurement of  the  barr ie r 
Technological change can be measured by the age of physical plant = net book value 
divided by gross book value (Harrigan, 1981: 396). 

Technological change often is proxied by research and development intensity (as Acs 
and Audretsch (1989: 471) imply). 
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3.37 Vertical integration 

Descr i pt ion of  the ba r r ie r  
Firms can adopt vertical integration (1) to achieve efficiencies and (2) to take advantage 
of monopoly-related conditions. Efficiencies can come from technical savings, which 
can be physical or organisational or from a reduction of transaction costs. If it is effi-

cient for firms in an industry to be vertically integrated, then an entrant must enter on 
two or more levels of the production column in order to match the existing firms’ costs. 
This requires more investments and larger commitment and can thus work as a barrier 
to entry (Shepherd, 1997).  
 
Vertical integration often happens as a response to existing transaction costs. When as-

set specificity, transaction uncertainty and transactions frequency are high, incomplete 
contracting poses a serious problem. In these cases, the hierarchy will become the cost-
effective governance structure, to correct the ex ante incomplete contracting ex post 
(Williamson, 1996). 
When (parts of) a sector has (have) the characteristics of a natural monopoly (most effi-
cient when one firm is active), the monopoly power can be transferred to an upstream 

or downstream market. If no measures are taken and the entrant is denied access in the 
natural monopoly as a consequence of a refusal to deal, the barrier to entry is very se-
vere. Or the entrant can be vertically squeezed, while he has to pay a higher price for 
the use the facilities. 
Concluding, it is possible for firms to take advantage of monopoly-related conditions. 
By integrating vertically, firms can raise barriers to entry. Effective competition is in this 

case very difficult for the entrant and when there is a refusal to deal, effective competi-
tion is nearly impossible.  
 
Efficiencies that come from technical savings or economies of scope can also be a 
source for vertical integration. Some inputs can be used for different products in differ-
ent processes (like oil). When a firm also produces these inputs, there may be efficien-

cies while spillages can be, for instance, used to produce a side product, generating ex-
tra income or spillages can be reduced thanks to the possibility to produce a product 
right away. Another example is that there can be efficiencies of organisation while the 
vertically integrated organisation can use specific knowledge of one person in both the 
vertically related activities. 
 

Size  ef fects  
When there is vertical integration in an industry, the concentration in that industry be-
comes higher and firm size will increase. When vertical integration is effective, follow-
ing new entrants also have to enter on at least two levels. This means that the firm size 
of new entrants increases.  
 

Susta inabi l i ty  of  the ba rr ier 
The barrier is no longer sustainable when the hierarchy is not the most cost-effective 

solution. This can happen when transaction costs become lower (due to innovations, 
such as the Internet) or when the market can produce at much lower costs while the 
business unit is not able to reduce its costs. This can be the case when new technolo-
gies are developed, new markets occur or innovations change the rules of the game. 
A specific case when vertical integration is put to a stop is when a government decides 
to split up a company, for instance to introduce competition in a former monopoly. 

Sometimes, monopolies can be prohibited through antitrust-laws. Another way of gov-
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ernment regulation can be that rules concerning third-party access (TPA) are formu-
lated. 

 

Possi bi l i t i es  for  avoiding the  barr i er 
When efficient vertical integration is the case, the concern of new entrants is gaining 
access to essential facilities. When these facilities have characteristics of a natural mo-
nopoly, new entrants should try to get reasonable conditions of third-party access (with 
government help) because heavy investments in the same essential facilities are ineffec-
tive.  

When essential facilities have less natural monopoly characteristics and a new entrant 
has no interest entering at two levels of industry, (long-term) contracting or joint ven-
turing with a vertically related firm could be very effective. Problems concerning incom-
plete contracting may not be too high is this case, while this brings high transaction 
costs (following high uncertainty, asset specificity, bilateral dependence and frequent 
transactions), like costs related to the monitoring of companies. In some cases, this is 

the most cost-effective way concerning transaction costs and another advantage for the 
entrant is that he remains more flexible. 
 

Rela t ion wi th other  bar r ie rs  to  entry  
Asset specificity: When assets are very specific, it can happen that two vertically re-
lated firms do not want to invest in these assets due to uncertainty concerning incom-
plete contracting. This situation is called the hold-up problem. When neither of the par-
ties dares to invest in the necessary input, vertical integration can help to overcome the 
hold-up problem and secure the optimal amount of investment to sustain the industry. 

Vertical integration is a source of commitment and serves as a base of confidence to 
invest when uncertainty and (vertical) bilateral dependence due to asset specificity are 
high. 
 

Measurement of  the  barr ie r 
By investigating financial relations between companies vertical integration can be mea-
sured. 
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4 Synthesis 

In the previous chapter, we have identified 37 entry barriers. These barriers have been 
described on the basis of existing literature. In this final chapter, we attempt to synthe-
size the barriers into a comprehensive framework. The framework is based on the rele-
vance for SME policy makers.  
 

With respect to entry barriers, the following two questions are specifically interesting 
for SME policy makers: 
1 Does the entry barrier pose a specific hurdle for SMEs or is the barrier also directly 

relevant for large enterprises? 
2 Can incumbents, entrants or governments influence the height of the entry barrier, 

or is the barrier structural? 

4.1 Importance of barriers for SMEs 

Not all entrants are alike. There are several distinctions to be found in the literature. Ex-
amples of typologies are: innovative entry versus non-innovative entry; or start-up entry 
versus diversification strategies of existing companies. The distinction between small 

and large entrants is of special interest. Large entrants are those entrants who already 
have business activities in another industry and are diversifying their business to the en-
tered industry. These companies usually possess large (organisational and technological) 
experience; they have well-established relationships with suppliers, customers, and dis-
tribution networks; and they usually have (access to) financial capital. Small and me-
dium-sized entrants, on the other hand, have less technological and organisational ex-

perience (or in the case of a start-up, they may lack experiences altogether); and above 
all they have less (access to) financial capital. 
 
As a result, some entry barriers may pose a higher obstacle for (newly founded) SMEs 
entering a certain market than they do for larger entrants. Access to distribution chan-
nels and brand name are good examples. Most large (already existing) companies have 

an established infrastructure for distributing their goods and they have been investing 
in their corporate brand name for several years. When entering a new market, these 
companies may be able to employ their existing distribution infrastructure and brand 
name for entry in the new market. Besides the deployment of existing (immaterial) as-
sets such as brand name, larger companies are usually also better able to attract new 
capital (capital requirements), they may more easily profit from economies of scale and 

scope and they may be able to counter the incumbents’ advertising and selling ex-
penses. In total, about half of the entry barriers constitute a specific hurdle for SMEs 
(see table 3). 
 
Some barriers may specifically apply to large entrants. Dynamic limit-pricing, excess ca-
pacity and (expected) retaliation by incumbents pose a relatively high barrier to larger 

entrants. The working of these mechanisms is illustrated below: 
 
Incumbents who have certain cost advantages over potential entrants may charge a 
price that is higher than marginal cost or the maximum at which they do not expect en-
try. This price will usually be set at the level at which the incumbent realises maximum 
profits. When an entrant tries to enter the market, the incumbent may lower the price 
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just below the level of the entrant’s marginal cost level (in order to keep the entrant out 
of the market) to protect its own long-term profits. This is called dynamic limit-pricing. 

Dynamic limit-pricing will especially be applied in the case of large-scale entry, since 
large-scale entry endangers the general price level in the market and thus the long-term 
profitability of the incumbent. Small-scale entry usually doesn’t endanger the general 
price level in the market and thus the incumbent may allow the entrant, as a price cut 
would decrease the long-term profitability more than the entry does. 
 

The same reasoning goes for excess capacity and other forms of (expected) retaliation. 
Excess capacity will be turned into productive capacity only when the (unnaturally high) 
market price is lowered by entry, in order to maximise the incumbent’s turnover. Small 
entrants are usually unable to influence the supply so much as to induce a serious low-
ering of the market price. Thus, large entrants suffer more from this barrier than smaller 
entrants do. 

table 3 Entry barriers by relevance to SMEs and LEs 

 

Constitutes a 

barrier mainly 

for SMEs 

Constitutes a 

barrier mainly 

for LEs 

Constitutes 

a barrier 

for both 

1 Absolute cost advantages   X 

2 Access to distribution channels X   

3 Advertising X   

4 Asset specificity   X 

5 Availability of skilled labour   X 

6 Brand name X   

7 Capital requirements X   

8 Causal ambiguity   X 

9 Control over strategic resources   X 

10 (Transaction) Costs of operating in foreign markets X   

11 Cultural distance   X 

12 Customer loyalty   X 

13 Customer-switching costs   X 

14 Divisionalisation   X 

15 Dynamic limit-pricing  X  

16 Economies of scale X   

17 Excess capacity  X  

18 Experience advantages   X 

19 Gaps and asymmetry of information   X 

20 Government licences   X 

21 Government policies   X 

22 High wages for employees and managers X   

23 Investment risk X   

24 Know-how   X 
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Constitutes a 

barrier mainly 

for SMEs 

Constitutes a 

barrier mainly 

for LEs 

Constitutes 

a barrier 

for both 

25 Level of technology   X 

26 Location   X 

27 Packing the product space X   

28 Patents (product or process)   X 

29 Product differentiation X   

30 Research and development intensity X   

31 (Expected) Retaliation by incumbents  X  

32 Seller concentration X   

33 Selling expenses X   

34 Special risk and uncertainties of entry X   

35 Sunk cost   X 

36 Technological change   X 

37 Vertical integration X   

 
Table 3 illustrates that SMEs suffer more from entry barriers than large entrants do. Ad-
vertising, brand name, capital requirements, cost of operating abroad, high wages, R&D 

and selling expenses are less relevant for large companies, since they are supposed to 
have (better access to) financial capital. They are much more easily able to carry the (ini-
tial) cost of entry. Also, they already have access to distribution channels through the 
other markets that they are active in, they can counter the economies of scale and/or 
scope achieved by incumbents and they are able to spread the investment risk and the 
special risks and uncertainties over their various economic activities. Finally, they have 

more means to counter the (advantages of) vertical integration of incumbents because 
of their size. 

4.2 Influencability of barriers 

As we have seen in chapter 2, some barriers to entry are structural (exogenous), de-

pending on market structure, whilst other barriers are strategic, depending on the ac-
tivities and strategies of incumbents who try to protect their markets. In addition, en-
trants and others (governments) may also try to influence the height of barriers to entry 
into an industry. 
 
This distinction between exogenous and strategic barriers is quite common in the litera-

ture on entry barriers, yet when referred to, the literature usually doesn’t take into ac-
count which actors may influence the height of entry barriers in what direction. This 
may be very important, however, since a barrier that is exogenous for an entrant may 
be influenced (collectively) by incumbents or governments. In short: the question if a 
barrier is exogenous depends on one’s perspective: incumbent, entrant or government. 
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Typically: 
− Incumbents are expected to try to raise the barriers for entry into their industries 

(example: they may try to obtain families of patents in order to gain innovative ad-
vantage and block innovative activities of potential entrants). 

− Entrants may try to lower the barriers for entering an industry (example: they may 
try to damage incumbents’ brand names). 

− Governments may either create economic policies that raise or lower entry barriers 
(example: regulation of entry through the establishment of a patent regime respec-

tively the improvement of the market mechanism). 
 
The fact that the actors may influence the height of some entry barriers does not mean 
that they actually do. Building and sustaining entry barriers by incumbents may cost 
money for one incumbent, while other incumbents also profit from the raised barriers 
(for example, excess capacity). An entrant could attack established brand names by 

comparative advertising. Most entrants do not even attempt comparative advertising 
since advertising campaigns are expensive and may also harm their own image. Finally, 
governments may not want to tackle entry barriers because of distribution and accessi-
bility problems or because it would harm righteousness or the public interest. 
 
The following table gives an overview of the possibilities of incumbents, entrants and 

governments to influence barriers to entry. Two aspects are important: the evaluation 
of the barriers we considered if the actor would be able to influence the height of the 
existing barrier, not if the entrant could overcome the barrier. Second, with regard to 
the incumbents and the entrants, we questioned whether the height of the barrier 
could be influenced in the short run. Influences in the long run are not taken into ac-
count. 

table 4 Influencability of barriers to entry 

 Can be influenced by: 

 Incumbent Entrant Government None 

1 Absolute cost advantages   ? X 

2 Access to distribution channels X  X  

3 Advertising X    

4 Asset specificity    X 

5 Availability of skilled labour    X 

6 Brand name X X   

7 Capital requirements    X 

8 Causal ambiguity X    

9 Control over strategic resources X  X  

10 (Transaction) Costs of operating in foreign markets    X 

11 Cultural distance    X 

12 Customer loyalty    X 

13 Customer-switching costs X  X  

14 Divisionalisation    X 

15 Dynamic limit-pricing X    

16 Economies of scale    X 
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 Can be influenced by: 

 Incumbent Entrant Government None 

17 Excess capacity X    

18 Experience advantages    X 

19 Gaps and asymmetry of information    X 

20 Government licences   X  

21 Government policies   X  

22 High wages for employees and managers X  X  

23 Investment risk    X 

24 Know-how    X 

25 Level of technology    X 

26 Location    X 

27 Packing the product space X    

28 Patents (product or process) X  X  

29 Product differentiation X    

30 Research and development intensity X    

31 (Expected) Retaliation by incumbents X    

32 Seller concentration X  X  

33 Selling expenses X    

34 Special risk and uncertainties of entry    X 

35 Sunk cost    X 

36 Technological change X    

37 Vertical integration X    

 
From the table above it is clear that incumbents are the most powerful party when the 
height of entry barriers in concerned. Incumbents may raise barriers by blocking distri-
bution channels (exclusive contracts), by increasing advertising and selling expenditures 
(thus also investing in their brand name), by increasing their span of control over re-

sources, by increasing customer-switching cost, by aggressive or limit-pricing, by em-
ploying or increasing their excess capacity, by offering higher wages, by innovating and 
introducing new products, by applying for patents and patent families, by merging with 
or taking over competitors (increasing seller concentration) or by integrating with up- or 
down-stream links in the business chain. 
 

Entrants, on the other hand, may lower only one barrier, namely the brand-name bar-
rier. They may do so by placing comparative advertising, have product tests in shops or 
other ways to decrease the brand name of incumbents. All other barriers cannot be 
lowered by incumbents. They may only be able to jump over them - usually at high 
costs. 
 

Through their market policies, governments may also influence the height of certain 
barriers. For example, they may set rules and regulations concerning the access to exist-
ing distribution channels (allowing or prohibiting exclusive contracts), they may limit or 
expand the access to essential facilities such as infrastructure, networks and raw mate-
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rials (a form of strategic resources), they may set rules concerning switching cost (for 
example, ordering phone companies and banks that they should make it possible for 

customers to switch suppliers and keep their phone number or bank account number). 
Another example where incumbents have to be balanced by government is seller con-
centration. Incumbents may coordinate their behaviour in order to keep entrants out of 
their market, whereas the national government may set rules that prohibit explicit 
agreements that might harm competition among incumbents. 
 

Finally, there is also a vast number of barriers that cannot be influenced by any of the 
parties considered here. They are characteristic for the industry. Asset specificity, for 
example, cannot be influenced at the moment of entry. The same goes for the capital 
requirements, since these are often related to the minimum-efficiency level (MES, often 
based on laws of physics) and none of the actors can influence this level at the moment 
of entry. 

4.3 Conclusion 

The first important conclusion of this synthesis is that nearly half of the barriers to entry 
constitute a larger hurdle for SMEs than for larger companies. 15 out of 37 barriers in 
total are either related to the size of the entrant (economies of scale, advertising, seller 

concentration, vertical integration) or to their financial position (wage level, R&D inten-
sity, selling expenses, etc.). SMEs typically have a small scale (and thus less bargaining 
power) and limited financial resources. Larger companies (especially the ones that al-
ready have experience in related industries) have much more contacts and access to re-
sources, and also have much more financial power. 
 

Another conclusion is that especially incumbents and governments can deploy strategies 
and policies to influence the height of barriers to entry. Incumbents are expected to in-
crease the height of barriers to entry, for example by blocking access to distribution 
channels, by integrating with previous or successive links in the value chain, by creating 
customer loyalty, by increasing R&D intensity and product development, by packing the 
product space, etc. Governments may either increase or decrease barriers to entry 

through their market and trade policies. Examples are: government control over essen-
tial facilities, policies against customer-switching costs (through standardisation, nor-
malisation and the application of general contract terms), prohibiting seller concentra-
tion (cartel policies, market-dominance policies, laws against the abuse of market 
power) and government-licence conditions or patent procedures. 
 

Figure 6 envisages the importance and influencability of entry barriers. 
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figure 6 Importance and influencability of entry barriers 

 

 

As the table shows, almost half of the 37 barriers that have been identified are special 
hurdles for SMEs. Most of these barriers cannot be influenced at the moment of entry, 
or can only be influenced by incumbents. Governments that want to stimulate entre-
preneurship and competition by new entry into industries should take into account that 
certain structural and strategic barriers can only be influenced in the long run, through 
general competition policies, and not in the short run (for example, at the moment of 

entry). Governments that want to stimulate entry probably should focus their policies 
on SMEs. 

4.4 Suggestions for future research 

In this report, 37 barriers to entry have been identified. These barriers are often interre-

lated. Certain groups or clusters of entry barriers may be distinguished. Two obvious 
distinct groups would be ‘technological barriers’ and ‘marketing-related barriers’. It 
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would be interesting if future research could investigate the relationships between the 
various barriers. Ideally, this research would build a causal model and test the relation-

ships in the model. 
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Annex I Research process and periodicals scanned 

In this appendix, we discuss the process we followed in this study. The process of litera-
ture review is discussed, as well as the way the findings are evaluated and presented. 
 

L i te rature revi ew 
The results of this study are based on an extensive literature review. Two streams of lit-
erature are reviewed, industrial organisation and strategic manage-
ment/entrepreneurship. A number of volumes of leading journals in both literature 
streams are examined (see table 4). 

table 4 Periodicals scanned 

Name of the periodical Volumes scanned 

International Journal of Industrial Organisation 1992 - December 2002 

Journal of Small Business and Entrepreneurship 1989 - May 2002 

Journal of Small Business Management 1992 - May 2002 

Small Business Economics 1989 - May 2002 

Harvard Business Review 1997 - May 2002 

Bedrijfskunde 1994 - May 2002 

Strategic Management Journal 1992, 1994 - May 2002 

Journal of Economics & Business 1992 - May 2002 

 
For the search, words like barriers, barriers to entry, entry barriers, exit and entry were 
used to identify relevant articles. Beside the journals, a number of (text)books were re-

viewed. Finally, documents on the Internet sites of a selected (but influential) number of 
National Regulation Authorities were screened on the term barriers of entry. The NRAs 
are Office of Fair Trade (UK), Competition commission (UK), Oftel (UK), Department of 
Justice (U.S.), Federal Trade Commission (U.S.), NMa (NL), OPTA (NL) and the European 
Commission (competition).  
The literature review resulted in a list of possible barriers to entry. Once the list of barri-

ers to entry was constructed, these barriers could be discussed in more detail. In this 
discussion, special attention is paid to the mechanism how the barrier works, potential 
size effects, the sustainability of the barrier to entry and potential actions to lower the 
barriers to entry (potential entrant and government). Finally, measurement issues are 
looked into. 
 

Mechani sm 
In this part, we describe how the barrier to entry works. For example, a barrier to entry 
can be structural or strategic. The barrier to entry can have a direct effect on the activi-

ties of entrants but it can also have an indirect effect via another barrier (e.g., learning 
leading to cost advantage). 
 

Size  ef fect  
Barriers to entry can have different impact for different kind of potential entrants. A 
certain barrier to entry can require a certain size of the entrant. For example, in the 
telecom industry there are large economies of scale. Therefore, an entrant should be 
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big as well to overcome too big cost disadvantages. The big investments limit the num-
ber of potential entrants (most of the times existing companies from another country or 

industry). On the other hand, an incumbent might raise barriers to entry for large po-
tential entrants (e.g., by means of a reputation of retaliation) whereas at the same time 
allowing small companies to enter the market on niches. 
 

Eva luati ng the sus tainabi l i ty  of  barr ie rs  to  entry  
From an incumbents’ perspective, barriers to entry are only interesting if these barriers 
can be maintained for some time. To evaluate the barriers on this aspect, we use criteria 

in mind that are used in the resource-based view of the firm to evaluate the relation 
between resources and the sustainable competitive advantage of a firm. The criteria 
are: competitive superiority, imitability, duration, appropriability, valuable and substitut-
ability (Barney, 1991; Rangone, 1999). Competitive superiority means if and to what 
extent the resource contributes to differentiating the company from its competitors. 
Imitability refers to the difficulty of actual and potential competitors in imitating the re-

source due for example to its physical uniqueness, path dependency, casual ambiguity 
or economic deterrence. Duration refers to the period the resource will result in bene-
fits. Appropriability refers to the extent the company owns the resource and is able to 
exploit the advantages generated in the market. Valuable refers to the extent that the 
resource can be used to create value for the customer. Finally, substitutability refers to 
how difficult it is for competitors to replace the resource with an alternative that gives 

some advantages. 
 

Potenti a l  act i ons  

Entrants can take different actions to overcome barriers to entry. Cooperation between 
small companies might level out disadvantages of separate small entrants (e.g., fran-
chising or shared advertising). Innovation or licensing new technologies from abroad 
might result in new opportunities without setting the entrant at a disadvantage com-
pared to incumbents. 
Also government can take actions to lower barriers to entry. For example, government 

can appoint companies to give access to certain facilities where the price is cost-
oriented. Barriers related to (government) regulation (registration, administrative) are 
under direct control of government. 
 

Measurement i s sues  
A lot of the studies on barriers to entry are empirical. In this study, also this measure-
ment is discussed. 
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The results of EIM's Research Programme on SMEs and Entrepreneurship are published 
in the following series: Research Reports, Strategic Studies and Publieksrapportages. 

The most recent publications of all three series may be downloaded at: 
www.eim.nl/smes-and-entrepreneurship. 
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