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MARKET STRUCTURE

We classify firms into specific market structures based on the number and relative size of firms in an industry.

Market structure – The number and relative size of firms in an industry.

Degrees of Power

In imperfect competition, individual firms have some power in a particular product market.

Oligopoly is a market in which a few firms produce all or most of the market supply of a particular good or service.

Determinants of Market Power

· The determinants of market power include:

Number of producers.

Size of each firm.

Barriers to entry.

Availability of substitute goods.

Measuring Market Power

· The standard measure of market power is the concentration ratio.

· The concentration ratio is the proportion of total industry output produced by the largest firms (usually the four largest).

· The concentration ratio is a measure of market power that relates the size of firms to the size of the market. 

· Market power isn’t necessarily associated with firm size. A small firm could possess a lot of power in a relatively small market.

OLIGOPOLY BEHAVIOR

· Market share  - The percentage of total market output produced by a single firm.

· In an oligopoly, increased sales on the part of one firm will be noticed immediately by the other firms.

· Increases in the market share of one oligopolist necessarily reduce the shares of the remaining oligopolists.

Retaliation

· Oligopolists respond to aggressive marketing by competitors.

Step up marketing efforts.

Cut prices on their product(s).

· One way oligopolists market their products is through product differentiation.

An attempt by one oligopolist to increase its market share by cutting prices will lead to a general reduction in the market price.

THE KINKED DEMAND CURVE

· Close interdependence – and the limitations it imposes on price and output decisions – is a characteristic of oligopoly.

Rivals’ Response to Price Reductions

· The shape of the demand curve facing an oligopolist depends on the responses of its rivals to a change in the price of its own output.

· The demand curve will be kinked if rival oligopolists match price reductions but not price increases.

GAME THEORY

· Each oligopolist has to consider the potential responses of rivals when formulating price or output strategies.

· The payoff to an oligopolist’s price cut depends on how its rivals respond.

· Game theory is the study of decision making in situations where strategic interaction (moves and countermoves) between rivals occurs.

· Each oligopolist is uncertain about its rival’s behavior.

The Payoff Matrix

· The payoff to an oligopolist’s price cut depends on how its rivals respond.

OLIGOPOLY VS. COMPETITION

· Oligopolists may try to coordinate their behavior in a way that maximizes industry profits.

· Price discounting can destroy oligopoly profits.

· An oligopoly will want to behave like a monopoly, choosing a rate of industry output that maximizes total industry profit.

To maximize industry profit, the firms in an oligopoly must agree on a monopoly price and agree to maintain it by limiting production and allocating market shares.

Maximizing Oligopoly Profits

· Prices in oligopoly industries tend to be stable.

· Like all producers, oligopolists want to maximize profits by producing where MR = MC.

An Oligopolist’s Marginal Revenue Curve

· There is an inherent conflict in the joint and individual interests of oligopolists.

· Each oligopolist wants industry profits to be maximized.

· Each oligopolist wants to maximize it’s own market share.

· To avoid self-destructive behavior, each oligopolist must coordinate production decisions so that:

Price Fixing

· The most explicit form of coordination among oligopolists is called price fixing.

· Price fixing is an explicit agreement among producers regarding the price(s) at which a good is to be sold.

Price Leadership

· Price leadership is an oligopolistic pricing pattern that allows one firm to establish the market price for all firms in the industry.

BARRIERS TO ENTRY

· Above-normal profits cannot be maintained over the long-run unless barriers to entry exist.

· Barriers to entry are obstacles that make it difficult or impossible for would-be producers to enter a particular market.

· Patents

Patents prevent potential competitors from setting up shop.

They either have to develop an alternative method for producing a product or receive permission from the patent holder to use the patented process.

· Mergers and Acquisition

A firm can limit competition by acquiring competitors through mergers and acquisition.

· Government Regulation

· Nonprice Competition

Advertising not only strengthens brand loyalty, but also makes it expensive for new producers to enter the market.

· Network Economies

· The widespread use of a particular product may heighten its value to consumers, thereby making potential substitutes less viable.

· Antitrust Guidelines

Antitrust law is government intervention designed to alter market structure or prevent abuse of market power.
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MONOPOLISTIC COMPETITION
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STRUCTURE

Monopolistic competition is a market in which many firms produce similar goods or services but each maintains some independent control of its own price.

· Low concentration ratios are common in monopolistic competition.

· Market Power

Each producer in monopolistic competition is large enough to have some market power.

A monopolistically competitive firm confronts a downward-sloping demand curve for its output.

· Independent Production Decisions

Modest changes in the output or price of any single firm will have no perceptible influence on the sales of any other firm.

· Independent Production Decisions

The relative independence of monopolist competitors means that they don’t have to worry about retaliatory responses to every price or output change.

· Low Entry Barriers

BEHAVIOR

· One of the most notable features of monopolistically competitive behavior is product differentiation.

Product differentiation - Features that make one product appear different from competing products in the same market.

· Brand Image--Each firm has a distinct identity – a brand image.

By differentiating their products, monopolistic competitors establish brand loyalty.

Brand loyalty gives producers greater control over the price of their products.

Brand loyalty makes the demand curve facing the firm less price-elastic.

Short-Run Price and Output

· The monopolistically competitive firm’s production decision is similar to that of a monopolist.

The profit-maximizing rate of output is achieved by producing the quantity where MR = MC.

· Entry and Exit

With low barriers to entry, new firms will enter the market if there is economic profit.

When firms enter a monopolistically competitive industry: 

The demand curve facing an individual firm shifts to the left.

· No Long-Run Profits--In the long run, there are no economic profits in monopolistic competition.

· Inefficiency 

Monopolistic competition tends to be less efficient in the long run than a perfectly competitive industry.

· Excess Capacity--   Each firm tries to gain market share by building more outlets and advertising. 

Because of the industry-wide excess capacity, each firm produces a rate of output that is less than its minimum ATC.

Flawed Price Signals

· The monopolistically competitive firm will always price its output above the level of marginal cost.

· Monopolistic competition results in both production inefficiency (above-minimum average cost) and allocative inefficiency (wrong mix of output).

· Imperfectly competitive firms engage in nonprice competition – the most prominent form being advertising.
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