CHAPTER 15: OLIGOPOLY AND ANTITRUST POLICY
Questions and Exercises
In an oligopolistic market, firms make interdependent strategic pricing and output decisions while in monopolistic competition each firm acts independently. This is because there are only a few firms in an oligopolistic market while there are many firms in a monopolistic competition market.
Strategic decision making is the central characteristic of oligopoly. In monopolistic competition, there are so many firms that the individual firms tend not to explicitly take into account responses of rival firms. Monopolistic competitors face too many competitors to price strategically.
The two extremes of an oligopoly model are the cartel model, which is equivalent to a monopoly with all firms colluding, and the contestable market model, which, if there are no barriers to entry, is equivalent to a competitive industry. In both models, firms react to other firms when setting their prices.
The two extremes of an oligopoly model are the cartel model, which is equivalent to a monopoly, and the contestable market model, which, if there are no barriers to entry, is equivalent to a competitive industry. In both models, the number of firms is small, and firms react to other firms when setting their prices.
a.	This is an example of colluding, trying to raise price or restrict quantity to increase joint profits.
b. If you were the Braniff chief executive officer, you would not have gone along because such an action would be subject to a lawsuit and heavy fines. There are other ways to implicitly collude and arrive at the same solution that would not attract government scrutiny.
1. Crandell should not have been so direct in his attempt to collude with Braniff. There are a number of ways to collude indirectly.
The breakfast cereal market is oligopolistic because the firms made interdependent strategic pricing decisions.
a.	 In the toy industry, the four-firm concentration ratio is 35 = (11 + 4 + 5 + 15). The Herfindahl index is about 452 = 121 + 225 + 25 + 16 + 65. This value assumes there are 69 firms, 65 of which have one percent of the market apiece. In the infant/preschool market the four-firm concentration ratio is 72 = (8 + 27 + 12 +25). The Herfindahl index is about 1,590 = 64 + 144 + 729 + 625 + 28. This value assumes there are 32 firms, 28 of which have one percent of the market apiece.
1. Mattel would prefer the more broadly defined market (such as the toy industry) because Mattel would have a lower market share after the merger as opposed to a more narrowly-defined market.
1. The increased market share allows Mattel to limit output and increase prices or create significant barriers to entry by controlling distribution.
A combined Mattel and Fisher Price (15 percent market share) might be in a better financial position to compete against Hasbro in the overall toy industry, which already enjoys a 15 percent market share.
A Herfindahl index of 1,200 means that the sum of the squared market shares of all the firms in the industry is 1,200. The related concentration ratios vary widely. Thus, it is impossible to say which industry is more concentrated.
a.	This market is most likely characterized by oligopoly or possibly monopolistic competition. I say oligopoly because the largest firm will consider the response of its rivals in its decisions. I say monopolistic competition because there are many firms, and their products are differentiated. There is some label recognition and loyalty.
1. The Herfindahl index is the sum of the squares of each market share: 428.49 + 289 + 44.89 + 4.84 + 4 + 51.4 = 822.62.
1. 
The four-firm concentration ratio is
As an economist for the firm, you would want the broader definition of the market to make the firm’s share a smaller proportion. Thus, you would argue for the three-digit industry as the definition of the market.
a.	As Mattel, you would want the regulatory boards to see more competition, so you would argue that the relevant market was all toys including video games, which is as broad as possible. This would make it less likely that the merger would violate the merger guidelines.
1. Since the offer is unsolicited, you would assume that Hasbro does not want to be taken over. Thus, if you were a lawyer for Hasbro, you would argue for the narrowest definition of market (i.e., dolls) so Mattel would appear to have a very large market share.
Judgment by performance judges the competitiveness of a market by the behavior of firms in that market. Judgment by structure evaluates the competitiveness of a market by looking at the market share of firms in the industry.
A cartel model is more likely to judge an industry based on performance. A cartel is recognizable in that the firms in the cartel act like a single monopolist and restrict output to raise price, and therefore a cartel model is likely to judge an industry based on performance. A contestable market model is more likely to judge by structure, that is, by the number of firms. Under the contestable market model, an oligopoly could perform exactly the same way that a perfectly competitive market does as long as there is no entry or exit barriers.
In the Standard Oil case, the Court determined that the company was a structural monopoly (it controlled 90 percent of its market), but that alone was not a violation of the Sherman Act. Rather, it was the firm’s behavior that brought it into violation. Thus, the firm was found guilty of unfair business practices. In the ALCOA case, the key issue was the determination of the firm’s market, and hence its share of that market. Determining that ALCOA had 90 percent of the aluminum market, the Court declared it a monopoly, and ALCOA was broken up. Standard Oil was judged by its performance; ALCOA was judged by its structure.
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a.	Regulating the price of a monopolist makes the relevant demand curve perfectly elastic. In this example, regulators set price where MC intersects demand. The demand curve would be the marginal revenue curve, and the monopolist would produce where MC = MR = P, just as a competitor would, as shown in the accompanying graph. In the graph, the regulated monopolist charges  and produces . The quantity produced is higher than the monopolist  and the price charged is lower than the monopolist .
[image: A price versus quantity graph plots MC, MR, and demand curves. The horizontal axis labeled quantity, from the left shows Q NR and Q R. The vertical axis labeled price, from the bottom shows P R and P NR. The horizontal line labeled MR R is drawn at point P R. MR NR and demand curves are two straight decreasing lines starting from a common price. MR NR curve ends at a point between Q NR and Q R, and the demand curve ends at a point beyond Q R. MC curve is concave up increasing curve which intersects all three curves. MC intersects MR R and demand curves at (Q R, P R). A point (Q NR, P NR) on the demand curve is marked above this intersection point.]
1. Regulation in a contestable market is far less likely to have the effect shown in the diagram because in contestable markets, with fewer barriers to entry, the oligopoly will set prices closer to the competitive price, thus eliminating the need for regulation. There would not be much room for regulation to reduce price and increase output.
1. If one follows the cartel view, the argument for regulation is much stronger since the stronger the cartel, the closer it can restrict supply and increase price. As the cartel or cartels become stronger, regulation becomes more effective in reducing price and increasing output, as in the graph above.
a.	In a monopolistic competition model, the firms have only a small share of the market and make no profit, so antitrust policy would have little effect.
1. In a cartel model, firms get together and allocate market share. Antitrust policy would prevent that, holding prices down and increasing quantity supplied. The effect of price controls or other regulation leads to higher output and lower price.
1. In a contestable market model, potential competition, not market structure, determines equilibrium, so antitrust would have little effect unless it influenced barriers to entry and exit.
Three reasons fewer antitrust cases have been brought before the courts are (1) antitrust laws are known and prevent monopoly actions from occurring, (2) globalization has changed American ideology, and (3) the rate of technological change has increased, making it difficult for the courts to determine remedies that are relevant to the market.
Platform monopolies complicate antitrust policy for a number of reasons. Two of those reasons are: (1) Since platform monopolies are the result of network externalities, courts are less likely to break up firms since doing so would harm consumers. (2) Technology is changing quickly, which means antitrust policy will have to be considered within a dynamic framework and the remedy be quickly established. Courts typically cannot operate that quickly.
Questions from Alternative Perspectives
Institutionalist
They use power any and every way they can, including supporting election campaigns, lobbying efforts, and running public information campaigns. They do it using patent laws and through “competitive”—read that as “predatory”—pricing strategies. They do it by forcing suppliers to give them scale discounts; they do it by forcing retailers to exclusively carry their product line. Only the imagination is the limit here.
Feminist
Tocqueville was describing what feminist economists call the dual sphere notion– the notion popular throughout much of American history that a woman’s place is in the home and a man’s place is in the workplace. The division of labor was justified because it was assumed that there were inherent differences between men and women. Increasingly, those “inherent” differences between men and women are seen as culturally derived.
Feminists believe that dividing the work of women and men in society is not specialization based on comparative advantage, but instead based on socially- determined types of appropriate work.
Feminist
Women would likely do best in perfect competition because it allows the least scope for discrimination. Because of competitive pressures, businesses will look for the most capable person, rather than choose friends and family. Because the other market structures have profits, those profits allow more leeway for firms to discriminate.
Post-Keynesian
The analysis in the text makes it seem as though firms base their production strategies on whatever market structure they happen to be in. In reality, market structures may emerge by the strategic competitive behavior of firms. As firms work through different kinds of strategies of competition, collusion and cooperation, they might be creating their own market structure though not necessarily aware of what they are doing.
Radical
1. They likely occur because they are in the interest of the managers who make the decisions to merge. It is also possible that managers in firms that are close to failing will participate in a merger as a last effort to save part of the business (especially their own job).
This is a question that would take much research to answer. Arguments can be made on both sides.
Radical economists would, at a minimum, favor stronger antitrust laws and more antitrust enforcement. They would also be likely to call for a total revamping of business structures to focus less on profit and more on achieving social benefits. This progressive view of antitrust policy would make it difficult to keep up with firms like Google and Facebook that are rapidly evolving in nature and business models. 

Issues to Ponder

1. 
1. a.	The perceived demand curve is kinked at an output of 4 and a price of $8. The elasticity of demand curve above price 8 is less than the demand curve below price 8. In the graph on the right, the marginal revenue curve is discontinuous at an output of 4. There are two places where MC = MR, at quantities 4 and 8, which suggests there are two output equilibria—4 and 8. Since the current price is $8 the current quantity is 4.
[image: A price versus quantity graph plots 4 curves, MC, MR, and demand. The horizontal axis labeled quantity ranges from 0 through 12 in increments of 1. The vertical axis labeled price ranges from 0 through 12 in increments of 1. All the curves are straight decreasing lines other than the MC curve. The demand curve starts at (0, 12) and passes through the points (4, 8), and (8, 7). An unlabeled curve starts at (0, 12) and ends at (4, 4). MC curve is a horizontal line at price equals 4. MR curve starts at (4, 6.5) and ends at (11.6, 2). All data are approximate. Dashed lines from points (4, 8) and (8, 7) connect to the two axes.]

1. 

Since MC is flat, (assuming no fixed cost) ATC is also flat at a cost of $4. If the firm lowers its price to $7, increasing output to 8, it will increase its profits. At an output of 8, its profits would be $3 per unit giving us . At the original output of 4, its profits would be . As long as other firms did not follow suit (which is the assumption in the model) doing so would increase its profits. The assumption is, however, highly unlikely to hold.
As long as the assumptions of the model hold, if marginal cost falls, the level of firm’s output will rise.
As soon as the issue changes to raising price, the analysis changes since other firms are expected to follow suit. The answer would depend on the elasticity of the original demand curve. A kinked demand curve analysis depends on what the past price was.
This part asks students to survey firms in their area about pricing strategies. The kinked demand model presented in the book is more likely.
Since colleges are not profit maximizers, it is difficult to characterize them as a cartel type of oligopoly. There certainly has been collusion, but the goals of that collusion are complicated and not simply with the goal of profit maximization.
a.	Mattel might want to buy Fisher Price (1) to increase market share to 35 percent and increase its ability to set prices and increase profit, (2) to enjoy economies of scope that would decrease their joint average total costs, and (3) to get a good buy if they believe that Fisher Price is undervalued.
1. Since entry is relatively easy in this market, judging the market by performance would suggest that the merger would not add to the monopolistic nature of the market.
Arguments against allowing such a large concentration would include Mattel's new ability to control the distribution routes of toys in general, thus creating barriers to entry and moving the market to a monopoly position.
The four-firm concentration ratio for the entire toy industry would most likely be much lower because markets with broader definitions have lower concentration ratios.
Whether a particular company, even one as important as Standard Oil, was or was not broken up, would probably not have much impact on the economy. However, if the populist forces that led to the breakup of Standard Oil had not existed, our entire industrial structure could have been different. Exactly how different is tough to say: Maybe the United States would have had a Communist revolution; maybe the firms and the United States would have been stronger. The possibilities are endless.
a.	The lawsuit probably charged that American Airlines’ move was predatory pricing: pricing in a way to drive American Airlines’ competitors out of business so that the company would enjoy a monopoly position and gain the ability to raise prices.
1. Knowledge of their financial instability only strengthens the argument. It suggests that American Airlines would not have to hold prices down for too long before its competitors folded.
a.	Since 1982, the Department of Justice has looked at mergers that would result in a Herfindahl index of over 1,000. There is no Ecofame guideline that exactly corresponds to a Herfindahl index of 1,000 since the Ecofame index places more weight on large market shares than does the Herfindahl index. One might consider a hypothetical industry where the four top firms each have 16 percent of the market and all other firms are very small. Such an industry would have a Herfindahl index of about 1,000 and an Ecofame index of about 16,000. However, for an industry with 10 equally sized firms, the Herfindahl index would be 1,000 while the Ecofame index would be 10,000.
1. The result of using the cubes instead of the squares is that the effect of large market shares is magnified. Consequently, uneven market shares would be more strongly discouraged. The biggest advantage would be more government pressure to maximize competition. The biggest disadvantage would be that natural monopolies might be unwisely discouraged.
Smith meant that such discussions could lead to collusion, meaning that the firms act in harmony rather than competition. Generally, this results in higher prices for consumers.
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