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ASSUMPTION OF AN OLIGOPOLY

» The industry is made up of a small number of large firms (or a small number of firms
make up the majority of sales in the market)
- Firms are too small to be able to control/influence the market
» The product may be homogeneous/undifferentiated (oil or gas) or differentiated
(hamburgers or automobiles
- Strong branding within differentiated products

- Often there are fairly high barriers to entry and exit, but there could be low barriers
- Firms recognize their mutual interdependence and engage in strategic behavior
- Use Concentration Ratios (CRx) to measure the industry
- Usually a CR4 is used.

- Percentage of the industry sales accounted for by the 4 largest firms. If firms

control 40% or more of the market it is considered oligopolistic.



FIRMS ARE INTERDEPENDENT

OLIGOPOLISTIC FIRMS ARE CAUGHT IN A DECISION MAKING
PROCESS OF DECIDING TO COMPETE OR COLLUDE.

TYPES OF BEHAVIOR
« STRATEGIC BEHAVIOR
« FIRMS ACTIONS BASED ON EXPECTED ACTIONS &
REACTIONS OF RIVAL(S)
« CONFLICTING INCENTIVES
« INCENTIVE TO COLLUDE
- COLLUSION IS AN AGREEMENT BETWEEN FIRMS TO
LIMIT COMPETITION BETWEEN THEM, USUALLY BY
PRICE FIXING & LOWERING QUANTITY PRODUCED.
« INCENTIVE TO COMPETE
« COMPETE FOR MARKET SHARE OF ITS RIVALS MARKET
SHARES & PROFITS.

Media Consolidation:



OLIGOPOLISTIC BEHAVIOR EXPLAINED THROUGH
'4 GAME THEORY (PRISONER'S DILEMMA)

- Game theory explains the mutual interdependence, strategic
behavior and conflicting incentives taken by firms within an
oligopoly. American mathematician and economist John F. Nash,
John Harsanyi & Reinhard Selten won the 1994 Nobel Prize in
Economics for this theory.

« The Prisoner's Dilemma: Plays out how two rational decision

makers, use strategic behavior, may both end up being worse off. S R
rbucks
. . . e . The "players” are the firms: Two ot advertise e
The final outcome/position is termed the "Nash Equilibrium". /e sbudind — ’
aqge . . . . . _ p—— ‘ $15 $20
« Nash Equilibrium: Sometimes a conflict between the e gy g -
in either advertise around towr ':_"E
pursuit of individual self-interest & collective firm interest. i S R P
e payolrs are the pro Its the (7] E 4 1
. . . firms will earn: Advertising o |
Firms could be better off by cooperation, each firm, trying ncreases firms’ cost, but can a 2 s \ s12 \i
to make itself better off, ends up making both itself and : |
. . The equilibrium outcome of the game is that both firms will advertise. Even though b'arﬁ
its rival worse off. g el b s s, ok o s 15 s
The outcome circled is known as the i , or the outcome at which

neither firm has anything to gain by changing only its own strategy unilaterally.



