
Oligopolies Part IV 

It's called an oligopoly. It's not a regular market. 
It's a market in which they control the prices 

and they've been doing it for years. 

Richard Miller 



Price Leadership 

Price leadership is an oligopolistic pricing 

pattern that allows one firm to establish the 

market price for all firms in the industry. 



Price Leadership  

Barometric -- one (or a few firms) sets the price 

One firm is unusually aware of changes in cost or 

demand conditions. 

The barometer firm senses changes first, or is the first 

to announce changes in its price list. 

We find barometric price leaders when conditions 

are unsuitable to collusion and a firm has good 

forecasting abilities or good management. 
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Implications of  
Dominant Firm Price Leadership 

Market share of the dominant firm declines over 

time. 

Entry expands MC F, and shrinks DL and MRL 

Profitability of the dominant firm declines over 

time. 

 

Market share of the dominant firm is procyclical. 

 rises in booms, declines in recessions 

TIME 

profits 



Collusion vs Competition 

Sometimes collusion succeeds. 

Sometimes forces of competition win out over 

collective action. 

When will collusion tend to succeed? 

There are six factors that influence 

successful collusion. 



Factors Affecting Likelihood of 
Successful Collusion 

1. Number and Size Distribution of Sellers.  Collusion is more 
successful with few firms or if there exists a dominant firm.     

2. Product Homogeneity.  Collusion is more successful with 
products that are standardized or homogeneous 

3. Cost Structures.  Collusion is more successful when the 
costs are similar for all of the firms in the oligopoly. 

4. Size and Frequency of Orders.  Collusion is more successful 
with small, frequent orders. 

5. Secrecy and Retaliation.   Collusion is more successful 
when it is difficult to give secret price concessions.  

6. Percentage of External Orders.  Collusion is more 
successful when percentage of orders outside of the 
cartel is small.  



Oligopolies and Incentives to 
Collude 

When there are few 

firms, profits are 

enhanced if all firms 

reduce output. 

But each has 

incentive to cheat 

by selling more. 

Go to 

www.msnbc.msn.co

m/id/23148938/ for 

an example of price 

fixing chocolates. 
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Cartels 

One way to allocate market share is a cartel 

agreement. 

A cartel is a group of firms with an explicit 

agreement to fix prices and output shares 

in a particular market. 



Examples of Cartels  

ocean shipping  

De Beers -- diamonds 

OPEC -- oil cartel, with Saudi Arabia making 

up 33% of the group’s exports 

Siemens and Thompson - CSF -- airport radar 

systems 

major league baseball 



Barriers to Collusion 

Low Entry Barriers - Particularly as time goes on, more 

firms will be attracted to the potential economic 

profits, which will not be sustainable. For example, the 

OPEC's raising of oil prices during the 1970s and early 

1980s enticed more non-OPEC producers to produce 

more. The market share of OPEC producers was 

drastically reduced and they had to reduce prices in 

order to gain market share. In the long run, cartels 

are not usually successful at raising prices. 

Antitrust Laws - these laws prohibit collusion. Although 

firms may make secret agreements, those 

agreements will not be enforceable in a court of law. 



Barriers to Collusion 

Unstable Demand Conditions - These conditions will 

make collusion more difficult, as firms are more likely 

to have disagreements as to what is the best 

direction for the industry. Some may expect large 

increases in demand, while others may disagree and 

prefer that industry capacity remains the same. 

Increasing Number of Firms - An increasing number of 

firms in an oligopolistic industry will make agreements 

harder to discuss, negotiate and enforce. Differences 

of opinion are more likely. As the number of firms in 

the industry increases, the industry will behave more 

like a competitive market. 



Barriers to Collusion 

Difficulties with Detecting and Stopping 
Price Cuts - These difficulties will undermine 

effective collusion. Sometimes oligopolistic 

firms will cheat by enacting quality 

improvements, easier credit terms and free 

shipping. If quality changes can be used to 

compete, collusive price agreements will 

not be effective. 



Predatory Pricing 

An oligopolist may resort to predatory pricing 

when market shares are not being divided in 

a satisfactory manner. 

predatory pricing - temporary price 

reductions designed to alter market shares 

or drive out competition 

 



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. 



Barriers to Entry: 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. 



Barriers to Entry: Distribution Control 

The control of distribution outlets can be 

accomplished through selective discounts, 

long-term supply contracts or expensive gifts at 

Christmas. 



Barriers to Entry: Mergers and 
Acquisition 

A firm can limit competition by acquiring 

competitors through mergers and acquisition. 



Barriers to Entry: Government 
Regulation 

Patents are issued by the federal 

government. 

Licensing requirements imposed by 

government limit competition.  



Barriers to Entry: Training 

Early market entry can create an important 

barrier to later competition. 

Customers of training-intensive products 

(such as computer hardware and software) 

become familiar with a particular system. 



Barriers to Entry: Network 
Economies 

The widespread use of a particular product 

may heighten its value to consumers, thereby 

making potential substitutes less viable. 



Barriers to Entry: Nonprice 
Competition 

Advertising not only strengthens brand loyalty, 

but also makes it expensive for new producers 

to enter the market. 



Market Failure 

Market power contributes to market failure 

when it leads to resource misallocations or 

greater inequity. 

Market failure is an imperfection in the 

market mechanism that prevents optimal 

outcomes. 



Antitrust Law 

Antitrust law is government intervention 

designed to alter a market structure or prevent 

abuse of market power (behavior). 



Industry Structure 

Public efforts to alter market structure have 

been less frequent than efforts to alter market 

behavior. 



Industry Behavior 

There are several problems with the 

behavioral approach to antitrust law: 

limited government resources 

public apathy 

difficulty of proving collusion 

 



Antitrust Law and Market Definition 

As government seeks to enforce antitrust laws, it 

often faces a challenge in defining the relevant 

market.  The broader the market is defined, the 

lower the level of market concentration. 

When Coca-Cola Co. sought to buy Dr Pepper 

in the mid-1980s, its experts argued in court that 

their market should include not just soft drinks 

but all potable liquids sold in North America, 

including water. The approach was dubbed the 

‘Lake Erie defense’. 



Objections to Antitrust 

Some argue that we shouldn’t punish those 

who achieved monopolies through hard 

work and innovation. 

Noncompetitive behavior, not industry 

structure, should be the only concern of 

antitrust. 



Market Structure Summary 



The End 


