S290 Session 8

Strategic Management - Ch. 8 Summary


Chapter 8 Competition in Concentrated Markets

8.1 Introduction

Concentrated Industries = market share is concentrated in the hands of a few firms.  

The two types are Oligopoly (a few large firms) and Dominant Firm (one large firm & many fringe).

Ramification:  the actions of one of the major players impacts all other players in the industry.

8.2 Oligopoly:  The Elements of Strategic Interaction

Oligopoly Features:  

1) Industry contains a few, large firms

2) Behavior of these firms determines how profitable incumbent firms will be.

Each firm can expect that its own action will spark a reaction by its rivals.

Framework:






An example is included in the text about what things a Boeing manager needs to consider before a decision.

ACTIONS

What makes one market more competitive than the other depends on the actions through which the firms compete.  

Key questions to ask:  Capacity constraints?  Differentiable product or commodity? Compatible or incompatible with rival products?

Text example goes into great detail about Fishing and Apple Selling.  In short:

· Two fishing firms each choose how many pounds of fish to catch and incurs a flat cost for each day spent fishing.

· Two apple farmers  have very productive seasons and they each sit at a stall at the train station selling their apples.

The demand for fish and for apples is the same in these two duopolies and both industries have commodity perishable products.  Competition is much more intense for apple farmers than the fishing firms because the apple farmers are competing on price and the fishing firms are competing on capacity.  The farmers have an infinite supply of apples, so if one farmer lowers the price, he captures the market, forcing the other to follow with the price cut.  The fishing companies have a finite supply of fish, so if one firm lowers prices by increasing output, the other firm will still sell all their fish because supply is limited. Thus there is less incentive to lower prices in the fishing industry.

TIMING

Is there a first mover advantage or should the firm wait until the competitor has moved first?

Boat 1 catches extra fish and commits to selling them – becomes a credible first mover.  Can’t just tell Boat 2 and expect Boat 2 to lower capacity without action.  Apple farmer has no first mover advantage – they just continue to undercut each other’s prices until prices hit $0.

PLAYERS

Who are the firms in the industry whose actions affect each other?

Increasing number of players increases competition if demand is held constant.  If there were 20 fishing firms, the average price of fish would be lower because supply is much greater than with 2 firms.  The effect is not found in the apple farmers because competition is already intense with 2 farmers.

INFORMATION

Exploit early access to knowledge?  Convey info to competitors to influence their decisions (signal)?

Types of info:  1) what firms know or believe about each other, 2) info about actions other firms have taken

REPETITION

Long competitive history and anticipate long competitive future.  Build an exploitative or cooperative reputation?  Your basic game theory: cooperate or cheat?  Incentive to cooperate decreases when there are more firms in industry and future competition decreases.  Besides the apple and fish examples, there are also examples in the text about pricing behavior in the US steel and airline industries.

8.3 Dominant Firms

Large firm (dominant industry leader) produces leading products targeted to broad spectrum of players.  Small firms play niche strategy to target small subset of buyers; benchmarks against dominant firm.  To remain dominant, the firm must have a sustainable advantage (e.g.  Coca Cola was first to build national brand name and national distribution network).  Niche firms are protected by mobility barriers – like serving customized products for a certain customer segment.

8.4 Antitrust

Large firms can affect industry outcomes (e.g. price predation to drive out competing firm)

Collusion – firms agree not to compete to increase profits

The text then goes into detail about the Sherman Act and antitrust law in the US.  Laws outside the US are different (examples given about Europe and Japan).
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