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Lecture Objectives:

At the end of the lecture series, candidates should be able to:

s explain the key features of each of the market structures

s explain how firms compete in the respective market structures based on their features

« understand the relevance of barriers to entry in explaining differences between market
structures

= apply these models in analysing and comparing markets and evaluate their usefulness
as explanations of real world competitive behaviour

« use the concept of profits to illustrate real world competitive decisions made by firms to
protect their profits
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DECISIONS AND STRATEGIES

FIRMS’
NTRODUCTION

s and services under different market conditions, which i

ims sesuugzt:dres. Firms output, pricing and non-pricing decisions am?;g?et: ?rg
market S only on the objectives thgy seek to achieve but are also based on the market
pased ! they are in. Understanding market structures is key to funning a successful
o 'uduss Business OWners ."eEd to_knovg the type of market structure they are engaged
pusinS™ o tacilitate decision-making with regards to, for example, how much freedom
inin zave to set prices, or how much attention to pay to the action of their rivals.
they ;

ket structure the firms are in also have an impact on the leve] of profits firms can
The M@ the long run, the choices available to consumers and whether efficiency can be
make vlgd in these markets. The concepts that we explore in this topic will help us to better
achie tand the choices faced by firms, consumers and policy-makers and the eventual

ns they undertake.

The Four Characteristics Determining Market Structure

Market structures is a classification system for the key characteristics of a market. They
are:
Number of sellers/firms relative to market size

Extent of barriers to entry

= Nature of Pl‘OdUC‘t
',:; |h(|nowledge of product/market

Types of Market Structure

Thereare 4 types of market structure - perfect_ competition, monopolistic competition,
oligopoly and monopoly. They vary according to the degree of competition in terms of
the number and size of firms relative to the market.

At one end of the spectrum is perfect competition where there are many firms competing
with one another and each firm is an insignificant part of the whole industry. At the other
end is a monopoly, whereby there is only one firm in the market and there are no other
competing firms. In bt_atweep would be firms in monopolistic competition and oligopoly.
Monopolistic competition, oligopoly and monopolies are imperfect market structures.

Market structures also differ in terms of the nature of product, the knowledge of product
and extent of barriers to entry and exit.

2 PERFECT COMPETITION

Perfect competition is a market structure whereby there is a large number of small firms

relative to market size and its product is homogeneous, barriers to entry and exit
are absent and information is perfect.

The model of perfect competition is regarded as the ‘ideal type’ and is often used as a

standard against which we judge the shortcomings of real-world industries. As such, it is
built on assumptions that are very strict.

© Raffles Institution
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21 Characteristics of a Perfectly Competitive (PC) Market
Structure

. Large number of buyers and sellers

The exact number of firms cannot be stated. This condition is fulfilled when each firm
in a market has no significant share of total market output due to the lack of entry
barriers. Each firm hence acts Independently in deciding its own output level,
rather than coordinating decisions collectively. For example, there are thousands of
independent egg farmers in the United States, each acting independently in deciding
its output level.

il. No barriers to entry and exit

As mentioned previously, the lack of entry barriers means that new firms face no
restrictions when they enter the market. Financial, technical or govemment-
imposed barriers such as licenses and patents are absent. Using the example of egg
farmers in the US, start-up costs to raise hens are relatively low, resulting in the ease
of entry and hence thousands of independent egg farmers in the US. By the same
logic, there are also no restrictions on firms exiting the market.

This lack of entry & exit barriers accounts for the large number of firms with

insignificant market share. It also accounts for why PC firms can only make normal
profits in the long run.

liil. Homogeneous product

The product of the firm is identical to that of its rivals (in other words, they are perfect
substitutes). For example, Farmer Brown's eggs are similar to Farmer Jones' eggs.
Buyers will therefore not show preference for the product of any one farmer or firm.
This characteristic rules out rivalry among firms in advertising and quality differences.
Given that products are standardized, there is no variety in the PC market.

Given the insignificant market share and homogeneity of the product, each firm is
unable to determine the price of its own product and has to sell it at the price that is
determined by market demand and supply. In other words, each PC firm is a price-
taker.

iv. Perfect knowledge

Every seller knows the prices and production costs of rivals, market costs, and the
available production technology. Buyers also have complete information about each
and every seller’s price, the quality and availability of the products. Thus, buyers will
not purchase from a PC firm that sells its good at a price higher than the prevailing
market equilibrium price.

This characteristic contributes to the firm being a price-taker.

How the Characteristics Affect Pricing Decisions Under Perfect
Competition (PC)

The perfectly competitive firm is a price-taker because of characteristics (i), (iii) and
(iv). The PC firm has no control over the price of the product it sells but it has to follow
the market price which is determined by the interaction between market demand and
market supply.

Think:

Can you think of real
world examples of
the PC market?

© Raffles institution 5
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shown in Figure 1, the market equilibrium price OP is determined by the interaction
atween market der:nand and market supply. The PC firm has to sell its product at the
prevailing market price OP because:

if the PC firm were to sell its good above the market price OP, quantity demanded
* for that PC firm's product will fall to zero because consumers will simply purchase
the product from any other firm since the products are perfect substitutes or identical.

s The individua_l PC fim has no incentive to reduce the price below the market
equilibrium price OP because it can sell all it wants at the prevailing market price.

Figure 1

pC Market Demand and Su | Demand for Perfectly Competitive Firm's Product
Price Price/Revenue/Cost

1‘ Market Supply

plemmm=DEmmmmmm====p

Market
Demand

T

Quan{ity

o Quantty O

The market demand curve is the horizontal summation of the individual consumer's
demand curve. It is illustrated by a downward sloping curve because a fall in market
price will lead to an increase in quantity demanded for the good due to the substitution
and income effects (Recall: Law of Demand).

The demand for the PC firm's output, on the other hand, is perfectly price-elastic
because the PC firm is a price-taker. Hence, the PC fim's demand curve is illustrated
by a horizontal straight line which means that every unit of output will be sold at the
market price, OP.

For the PC firm, its Price (P) = Average revenue (AR) = Marginal revenue (MR). To
understand why, we need to understand the different types of revenue concepts:

¢ Revenue concepts

- Total revenue (TR) refers to the total receipts of a firm generated from selling
goods and services in a market.

= TR = Price (P) times Quantity sold (Q)=PxQ
- Average Revenue (AR) refers to the revenue per unit of output sold.
Assume a uniform price is charged regardless of output sold,
» AR=TRQ=[PxQJQ=P

© Raffles Institution
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setting ability in the
other market
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- Marginal Revenue (MR) refers to the increase in revenue resulting from
selling an additional unit of output

« MR=ATR/AQ

» Given that a single price is charged for each and every unit sold by the firm, the firm's
average revenue is equal to its price. Since the demand curve reflects the
maximum price consumers are willing and able to pay for each unit of the good, the
demand curve for the firm’s output is also its average revenue (AR) curve.

¢ The PC firm's marginal revenue (MR) remains constant and Is equal to AR
regardless of the output level because the sale of each and every additional unit
of output adds exactly the same amount to total revenue. For example, if an extra
unit is sold at a constant price of $5, an extra $5 will be eamed.

* The mathematical relationship between price, average revenue, marginal revenue
and total revenue is explored in greater detail in Appendix 1.

How the Characteristics Affect Output Decisions Under Perfect
Competition (PC)

Profit Maximising Equilibrium (Marginalist Approach)

Profit refers to the difference between total revenue (TR) and total opportunity costs
(TC). Profit plays a significant role in businesses because profit is the financial return or
reward for undertaking risk in the business. Profits are also important because banks,
suppliers and other lenders are more likely to provide finance to a firm that demonstrates
the ability to make profits. The ability to make profits also ensures the survival of firms in
an industry in the long run. In addition, retained profit is an important source of finance
for a business. Retained profits are profits that are eamed but are not distributed to the
owners via dividends or other payments. Instead they are reinvested and can be used to
finance R&D and expansion of the firm.

The traditional theory of the firm assumes that firms aim to maximize total profits (that
is, maximize the difference between total revenue (TR) and total opportunity costs (TC)).
By achieving its aim, the firm is said to be in equilibrium, in other words, the firn has no
tendency to change its price and output decision.

Although the PC firm cannot determine its own price but has to accept the market price
as given, the PC firm can determine its output level. The PC firm is in equilibrium if it is
producing the level of output that maximises total profit. In order to maximize total profits,
the rational PC firm has to make output decisions at the margin by weighing its
marginal costs (MC) against its marginal revenue (MR). The PC firm is in equilibrium
only when the following two conditions are met:

. MR=MC and
ii. MC must be rising.

© Raffies Institution 35
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Figure 2: Perfectly Competitive Firm

price/Revenue/
cost MC
|
|
|
P T L——Dd=AR = MR = Price
| l I
| | | l
! ! |
| | I
| | | I
| | | | N
o @& Q& Qi Quantity

i MR=MC

Recall that MC = ATC/ AQ
Recall that MR = ATR/ AQ

. Inorderto maximise its total profits, a firm should produce the output level where the
addition to total revenue from the sale of the last unit of output equals to the addition
{o total cost in producing it. In other words, marginal revenue is equal to marginal
cost. As shown in Figure 2, the profit-maximising output level is at OQa. The fim
should change its output level whenever marginal revenue is not equal to marginal
cost because:

. Atoutput OQz, MR is greater than MC. The addition to total revenue from the
last unit of output is greater than the additional cost incurred in producing it.
The firm can increase its profits if it increases production beyond OQa.

. However, at output OQs, MC is greater than MR. It costs more to produce
that last unit than what the firm gains in revenue. Producing this last unit
causes a fall in total profits. Hence, the firm should reduce its output.

. Hence, profit is only maximised when the last unit of output produced adds
as much to total revenue as it does to total cost. And that profit-maximising
level of output is at OQa.

ji. MC must also be rising. This is because:

e AtOQi MR =MC but MC is falling. Why doesn't the firm stop here? This is because
additional output produced (Q1Q3) will add more to total revenue than to total cost.
Hence, the firm should still increase its output in order to maximize its total profits.

22  Short Run Equilibrium and Shut-Down Condition

In the short run, at its profit-maximising output level, the perfectly competitive firm can be
making supernormal, normal or subnormal profits.

The scenarios and diagrams below illustrate the revenue and cost curves of the PC fim
under different conditions. The firm's profit-maximising output level is at 0Q where MC
and MR and MC is rising.

This Is a revision of
the marginalist
principie thal was
explained In Firms
and Decislons (Parl

0.
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Figure 3a: Equilibrium with Supemnormal Profits (TR> TC or AR > AC)

Price/Revenue/Cost Total Revenue = OPAQ

MC
[ )
AC
Total Cost = OCBQ
P \ A
|

Dd=AR=MR | Profits=PCBA

c Bl Supernormal profits are also
known as abnormal profits or
pure economic profits.

# Q;uantity

e The PC firm in figure 3a Is making short run supernormal profits. Supernormal
profit is the excess of total profit above normal profit. Hence there is incentive for new

firms to enter the market in the long run.

Figure 3b: Equilibrium with Normal Profits (TR = TC or AR =AC)

Price/Revenue/Cost mC
4 Total Revenue = OPAQ
AC
Total Cost = OPAQ
P " A Profits = zero [normal
l Dd=AR=MR profits]
|
|
|
] >
Q Quantity

e The PC firm in figure 3b is making normal profits. Normal profit is the minimum
profit required to keep factors of production in their current use in the long run. The
firn's total revenue adequately compensates the owners for the time and other
resources they expend to keep the business going.

© Raffles Institution 37
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pigure 3¢: Equilibrium with subnormal profits (TR < TC or AR < AC))
Pme/RevenueICost
3

Total Revenue = OPAQ
Total Cost = OCBQ
Loss = PCBA

Dd=AR=MR (Loss to the firm is also
known as subnormal profits)

Quantity
. The proﬁt-maximising PC firm in figure 3c is making subnormal profits.

hort Run Shut Dow! Condition:

When a firm incurs losses, we might wonder why the firm may choose not to shut down Key Concept:
{0 avoid losses instead of continuing production. In the short run, the firm can only '&m”.
reduce the variable costs to zero by stopping production and shutting down. condition of firms.

However, it will not be able to avoid the losses incurred from paying for the fixed Firm should shut-

factors of production even if it produces a quantity of zero. Therefore, in the short down in the SR
run, the firm making subnormal profits must decide whether to continue production or “"‘T‘;‘im
to shut down and produce zero output temporarily to minimize its losses. -AR<AVC

In the short run, there is at least one fixed factor of production, hence the firm making
subnormal profits cannot leave the industry but t can adjust its output level to make the
pest of the situation and minimize its losses.

In deciding whether to continue production or to shut down in the short run, the firm only
needs to consider whether its total revenue can cover its variable costs. It should
produce if the revenue eamed is more than its variable costs as the surplus generated
can be used to offset part of its fixed costs. If the revenue eamed is less than the
variable costs, the firm should shut down so that its losses are limited to only the fixed
costs instead of making losses on both fixed and variable costs. The firm does not
have to consider its fixed costs because fixed costs have to be incurred regardless of
whether the firm continues production or shuts down and produce nothing in the
short run. For instance, the firm has to pay rental costs for its factory in the short run even
if it stops production temporarily in the short run.

However, a firm will consider shutting down production when the revenue received
from the sales of goods and services produced cannot cover the variable cost of
production. In this situation, a firm will lose more money when it produces goods and
services than if it does not produce at all. Similarly, if the firm were to produce a lower
output, it would continue to add to the losses because it would still need to acquire
variable factors of production to produce the goods and services that are not covered
by the revenue in addition to the fixed costs. Hence, by ceasing production, the firm
would minimize its losses by only incurring the fixed costs.

In the long-run, the firm should only continue producing if it can cover all costs. All factors

© Raffles Institution 38
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of production are variable in the long-run so firms do not incur fixed costs. Therefore,
firms should continue production as long It can cover its cost of production.

¢ Example of Short Run Shut Down Condition

For example, assume a firm called Miss Coconut, sells coconut shakes at Raffles
Institution. It has signed a contract to rent a stall at the Year 5-6 canteen for $2,000 per
month and hires staff for $5,000. If Miss Coconut decides to operate, its variable costs
for hiring staff every month is $5,000. However, if Miss Coconut decides to shut down, it
must still pay the rent of $2,000 for the stall to Raffles Institution but would not need to
hire staff to mend the stalls since there will be no production of coconut shakes.

Now, let us look at three possible scenarios.

- Inthe first scenario, if Miss Coconut does not make any sales and therefore does
not make any revenues, it faces a loss of $7,000.

- In the second scenario, if Miss Coconut manages to sell a certain number of
coconut shakes and eam a revenue of $2,000 for the month, but ultimately

experiences a loss of $5,000.

- In the third scenario, if Miss Coconut eams revenues of $6,000 for the month,
but experiences a loss of $1,000.

In all three cases, Miss Coconut earns subnormal profits. In all three cases, when the
rental contract expires and the total revenue does not improve in the long run, Miss
Coconut should exit the coconut shake business. However, in the short run, Miss
Coconut needs to decide whether to shut down to minimize losses or continue
production depending on the level of losses.

- Inscenario 1, Miss Coconut eams zero total revenue, so employing staffs would
increase total variable costs. As such, the firn should shut down to minimize
losses and only incur total fixed costs of $2,000 [rental].

- In scenario 2, Miss Coconut’s losses are greater because it does not make
enough revenue to offset the total variable costs [from hiring labour] plus total
fixed costs. Hence, it should shut down immediately to minimize its losses.
Instead of making a loss of $5,000, it will make a loss of $2,000 by shutting down.

Thus, if the price of each cup of coconut shake is below the minimum average

variable cost, then Miss Coconut must shut down.

- In scenario 3, the revenue that Miss Coconut can eam is high enough for the
losses to be minimised when it continues production. The revenue eamed is
enough to cover the variable costs and part of the fixed costs. Hence, by
continuing production, it will only incur a_loss of $1,000 which is lower than
shutting down [incurring a loss of $2,000 = fixed costs). As such, Miss Coconut
should continue operating in the Raffles Institution Year 5-6 canteen in the short
run.

Should Miss Coconut Shut Down Now or Later?

Scenario 1:
If Miss Coconut shuts down now, total revenue is zero but it will not incur any variable
costs and would only need to pay fixed costs of $2,000.

Profit = Total Revenue - (Tolal Fixed Costs + Total Variable Costs)
Profit = $0 - $7,000 = -$7,000
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2:
sccnario nut eams a total revenue of $2,000, and i i
5522 (c:oconut should shut down now. + 8 1t otal variable costs are $5,000.
i

profit = Total Revenue — (Total Fixed Costs + Total Variable Costs)

ot = $2.000 - (82000 $5,000) =55,000

on scenarios 1&2, the firm eaming subnommal profits in the sh i
333'“ and stop production temporarily only If its TR falls below m%g: (l!r;il“r:l%‘;t
This Is because the firm will minimize its loss if it shuts down and stops productior;
remporarily rather th'an if it continues production. If it shuts down and stops production
orarily, the firm's loss will be equal to its total fixed costs. If it continues production,

tofe TVC, the firm's TR wil
uming that TR<TVE. will not be able to cover part of its total variable
2::15 and all of its total fixed costs. Hence, the firm will minimize its loss by tshuttinga down
figure 3c, if Miss Coconut continues production, the firm's TR will not be able to
;’32} part of its total variable costs (FEAP) and all of its total fixed costs.
Figure 3¢: Short-run shutdown (TR < TVC or AR < AVC)
price/Revenue/Cost
|
C ________
F ___________
P
I Dd=AR=MR
|
|
|
I
|
¢ Q Quantity
Scenario 3:

Miss Coconut eams a total revenue of $6,000, and its total variable costs are $5,000.
Miss Coconut should continue operating its stall in the canteen.

Profit = Total Revenue — (Total Fixed Costs + Total Variable Costs)
Profit = $6,000 - (2,000 + $5,000) = -$1,000

From the illustration above, a firm eaming subnormal profits will continue production only
if its TR is at least equal to or exceeds its TVC (TR= or >TVC) in the short run. This is
because the firm will minimize its loss if it continues production rather than if it stops
production temporarily. If it shuts down and stops production temporarily, the firm's loss
will be equal to its total fixed costs (TFC). If it continues production, assuming that
TR>TVC, the firm's TR will be able to cover its total variable costs and part of its total
fixed costs. Hence, the firm will minimize its loss by continuing production if TR>TVC.

Note:
Diagrammatic
analysis of the
shutdown condition
Is not required.
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As shown In figure 3d, if Miss Coconut shuts down and stops production temporarily, the
firm's loss will be equal to its total fixed costs (TFC) which is area CBEF. If it continues
production, assuming that TR>TVC, the firm's TR (area OPAQ) will be able to cover its
total variable costs (area OFEQ) and part of its total fixed costs (area PAEF).

Figure 3d: Equilibrium with subnormal profits (Continue Production)

Price/Revenue/Cost
'y

5
I
|
!
Q

Quantity

¢ Implications of a Shut Down in the Short Run

The decision to shutdown production is usually temporary and does not necessarily
imply that a firm will go out of business, exiting the industry. For example, several
firms in industries that are affected by seasonal changes such as fishing, agriculture, are
likely to shut down their operations during the offseason to avoid incurring
unnecessary operating costs to minimize their losses. This is because these fims
are unlikely to generate any revenue during the offseason. As such, they are unable to
cover the variable costs of production such as fertilisers and labours. Therefore, firms
operating in these industries will temporarily shut down until the upcoming season.

Similarly, if the market conditions improve because of rising prices or declining cost
conditions, the firm can resume production. A firm's decision to cease production is a
short run decision. If a firm chooses to shut down, it will still retain its capital assets
but will not leave the industry or avoid paying for its fixed factors of production.

However, a firm cannot incur losses indefinitely as it affects its long run decisions. If a
firm shuts down for an extended period, it has to decide whether to continue the business
or leave the industry in the long run. The decision to exit is taken over a period of
time. A firm that exits an industry does not eam any revenue, but is also does not incur

fixed or variable costs.
2.3 Long Run Equilibrium and Shut-Down Condition

The PC firm can only make a maximum of normal profits in the long run because there
are no barriers to entry or exit, hence any firm that sees there are supernormal profits
to be gained in the industry has the ability to enter and compete in that industry. Similarly,
any firm that is facing subnormal profits will be able to leave the industry in the long run.
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/
. e S Run Supemormal Profits to Long Run Normal Profits:

Figure 43 illustrates the market demand and supply curves in a PC market. Figure 4b

3 Note:
illustrates the revenue and cost curves of a typical fim in the PC market and the firm is Diagrammatic
assumed to be initially maximizing its short run supernormal profits of P1ABC at output Bussbon ot il
0Qq whereé MC equals MR1and MC is rising. m-mn '0:*““

tment is
The presence of supemormal profits attracts new firms to enter the market. The increase :,m:md
inthe number of firms leads to an increase in the quantity supplied at every price in the
market. Thus, the market supply increases (and this is illustrated by the market supply
curve shifting to the right) which leads to a surplus at the original market price OP1. The
surplus then causes the equilbrium market price to fall. As PC fims are price-takers,
they now have to sell at the lower price. As price falls, the supemormal profits of firms
get erOded.
gventually when the market supply curve has shifted to Sz, with a resultant fall in market
equilibrium price to P2, the supemormal profits of all firms in the PC market would have
peen completely eroded. The firms which are still in the PC market would be making only
normal profits (ARz=AC) at their new and lower profit-maximising output OQz where MC
equals MRz and MC is rising. Therefore, in the long run, the firm in perfect competition
makes only nommal profits. (Note that \yhile the market supply has risen to Qmz, each
individual PC firm would have reduced its respective output from Q1to Qz.)
: t
Figure 4a: PC Marke Figure 4b: PC Firm
Price/Revenue/Cost
St ?
MC
/ AC
PT =5 A ] / D1=AR1=MR1
~ L
7 i S D2=ARz=MR:
|
] ]
] ]
] ]
! [ >
Qmi Qam: Quantity 0 Q Q@ Quantity
Adiustment from Short Run Subnormal Profits to Long Run Normal Profits:
When firms in the PC market make short run subnormal profits and they expect the Key concept:
subnomal profits to persist, they will decide to shut down and leave the market in the The long-fun shut
long run. This is because the long run time frame is a planning period when all factors of dT:m_} gomAyRon Abc
. . <TC or AR<,
production are variable. al e proft
The lack of exit barriers facilitates the exit of these PC firms which causes the number of level. g

firms in the market to be reduced which in tumn leads to a fall in the quantity supplied of
output in the market at every price level and hence, the market supply falls. The fall in
market supply causes a rise in price. Assuming no change in cost conditions, the higher
price results in the losses of those PC firms who survived in the market being reduced.
Eventually at a new higher market equilibrium price in the long run, the surviving PC firms
will only be making normal profits, that is TR=TC or AR=AC.
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: bsence Based on the
In the long run, profit-maximising PC firm can only make nomal profits due to
o enty barvirs. The PG fitm making normal proft n the long run s indiferent betWEER FerCmate
staying in the market or leaving the market in the long run. structure, PC firms
3 price takers that
’ nol engage |
Figure 4c: Long Run Equilibrium by om:?pd;
- wmw
Pnce!llF.levenueICost LRMC strategies.
LRAC R
F | Dd=AR=MR
|
|
] —pr
6] Q Quantity
Sectional Summary:

. The 4 characteristics of perfect competition are a large number of firms, complete freedom of entry
and exit, a homogeneous product and perfect knowledge. These 4 characteristics affect the price and
output decisions of PC firms as well as their lack of marketing strategies and their performance inthe
market. No real-world market exactly fits the 4 assumptions or characteristics of perfect competition
but some markets such as the farm product markets e.g. Eggs approximate the PC model.

« The PC firm is a price taker and has to sell its output at the market equilibrium price.

cannot set its price, the PC firm can adjust its output level. The profit-maximising PC firm can use the
marginalist approach to set its output level which is achieved when MR = MC and MC is rising.

« The PC firm can make supemormal, normal and subnomnal profits (as long as TR>TVC)
run (applies to all market structures).

The PC firm can only make normal profits in the long run because of absence of entry and exit barriers.

Short run and Long-run shut-down conditions are given below:

Table 1

Although it

in the short

Should the firm making subnormal profits (TR < TC) shut down?
(Applies to firms in all market structures)

Short run Long run
(at least one factor input is fixed) (all factor inputs are
variable)
TR>TVC TR<TVC Yes
No, the firm will minimize its loss Yes, the firm will minimize its loss Yes, the firm will minimize its
by continuing production. by shutting down and producing loss by shutting down and
zero output. leaving the industry.
If continue | If stop production | If continue |  If stop production -
production production
TR covers all Loss =TFC TR covers Loss = TFC -
TVC and only part
part of TFC, of TVC,
Loss Loss
= part of TFC = part of
TVC +
TFC

Note: Students are axpected fo be able to explain and/or illustrate each of the above statements using
relevant examples. Diagrammatic illustration is a useful tool but not required to score full credit if

explanation is sound.




Year 5 H2 Lecturs Notes 2022
—_—— Firms and Decisions (Part 2)

3 MONOPOLY

3.1 Characteristics of a Monopoly

A monopoly is a market structure whereby the firm Is the only seller of a good or
service that has no close substitutes, Its barrie t g
information is imperfect. rs to entry and exit are complete and

j. Single producer

A firm is a perfect monopoly or a pure mon if it controls 1009
product (strict definition), opoly if t controls 100% of the market in a

In reality, a firm is considered a monopoly when it controls slightly less than 100% of the

market but is the only dominant firm in the market (broader definition). For instance,
throughout the twentigth century, in the market for diamonds, De Beers was considered
a monopoly because it controlled 80 to 90 percent of the diamond market.

Since the monopoly faces no competition at all, the monopoly is able to exert control over
how much it charges fqr its product, in other words, the monopoly is a price setter and
it can decide whether it wants to charge a high price or a low price for its product. For

example, De Beers wielded so much monopoly power that it was almost totally able to
exert control over diamond prices.

Although a monopoly like De Beers can choose to sell at any price it wants without fear
of being undercut, it is still constrained by its market demand. This means that if it wishes
to sell a larger quantity, it must lower its price. If it wants to sell at a higher price, then

the output must be reduced. In other words, it cannot increase both price and output at
the same time.

Figure 5a illustrates the demand curve for the monopolist's output which is also the
market demand curve because the single firm supplies to the entire market. The demand

curve for the monopolist's output is downward sloping because of substitution and
income effects.

Figure 5a
Price/Revenue/Cost ($)
a
Dd for the firm's output = AR
0 Quantity

Key concept:
Market power or

monopoly power
refers ability of firms
to set prices.

Whether a firm can be considered a monopoly is not always clear. To some extent,
the boundaries of a market are arbitrary. It depends on how narrowly the market is
defined. For e.g., could SMRT be considered a monopoly for train services?

ii. Complete barriers to entry and exit

In a monopoly, new firms cannot enter the industry even when there are supernormal
profits to be earned because of the presence of complete barriers to entry erected by the
incumbent monopoly. Barriers to entry and exit include:
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« Artificial barriers to entry - Include statutory barriers and strategic barriers.

- Strategic barriers (strategic entry deterrence)

Strategic entry deterrence involves any move by the incumbent
firm to keep potential firms out of the market. Examples _Include
intensive advertising to product differentiate, R&D, limit pricing and
hostile takeovers and acquisitions.

Forinstance, a monopoly can employ intensive advertising to raise
awareness which can help to boost demand for its product as wgll
as to persuade customers that there are no close substitutes for its
product. This serves to induce customer loyalty and makes it more
difficult for potential entrants to break into the market. For
instance, De Beers created these four iconic words "A Diamond Is
Forever” that have appeared in every single De Beers advertisement
since 1948 and they also created “a situation where almost every
person pledging marriage feels compelled to acquire a diamond
engagement ring” through the use of different marketing tools to
establish reputation and customer loyalty so that potential firms will
find it difficut and costly to enter the market. In addition, the
monopoly’s demand becomes relatively less price elastic and
thus, the monopoly is able to charge a relatively high price for its
product. The myth that supply was scarce helped it to maintain high
prices.

Galning control over supplies of essential raw materials can be
considered a strategic barrier. In the case of diamonds, if a firm owns
all the diamond mines (as De Beers effectively did in the 1870s), it
has control of the production process. A new firm cannot simply
enter the market without gaining contro! of a mine. By gaining control
over the diamond mines, De Beers ensured that the smaller amounts
of diamonds came onto the market and effectively controlled the
supply of diamonds in the market, hence keeping prices relatively
high.

Hostile takeovers and acquisitions involve the dominant company
buying up a rival firm or taking a stake in a rival firm. For example,
between the late 19" and 20* Century, De Beers ran most of the
diamond mines in South Africa, Namibia and Botswana that long
produced the bulk of world supply of the best gemstones. For
decades, if anyone had rough diamonds to sell on the side, De Beers
bought these too, adding them to the mix.

Due to its complete barriers to entry, the monopoly can use its long
run supemormal profits to finance its research and development to
develop new products or improve on its production process to lower
costs (reflected by a downward shift of the LRAC curve) so as to
further entrench its market power. However, the lack of existing
competition due to huge barriers may also make it less willing to do
0.

Some strategic barriers may be deemed anti-competitive by the
msr: and EU competition authorities for example, hence may be

al.
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high barriers to entry,
most markets,
including monopoly,
will demonstrate some
degree of
contestability in the
long-fun.
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- Statutory barriers

= Statutory barriers are entry barriers given by force of law. The
incumbent firm attains legal protection in the form of exclusive rights
e.g. patents, copyrights, market franchises, licenses.

» Govemnments can create or support private monopolies through Note:
rggulatxon of Intel!ectual property rights. Patents and copyrights It is important tm
give people who invent or create something the exclusive right to | 3bie 1o &Xpien

proquoe and sell it for a given period of time. For instance, by "":mz: M’GI of
forbidding the use of a chemical formula by other manufacturers, BTE - artificial &

patents allow pharmaceutical companies to act temporarily as natural BTE.

monopolists in the market for a particular drug. This has the effect of
keeping demand high and relatively less price elastic which in
turn keeps the price of the patented drug relatively high until the
patent expires and competitors enter the market with a generic
version of the same drug.

o Natural or structural barriers to entry

- Natural or structural barriers arise from differences in production and
costs between incumbent/existing firm and potential entrant.
Capacity expansions (ie. Operating on a larger scale of production) by
the incumbent results in lower unit costs of production through exploiting
more fully available intemal economies of scale. This will enable the
incumbent firm to be more cost efficient and in turn lead to a much lower
LRAC than that of a potential entrant. This allows the incumbent firm to
be more price competitive than a potential firm which tends to operate
on a smaller scale (hence a higher unit cost of production incurred). In
this way, the potential firm is deterred from entering the market.

- In some cases, a natural monopoly may emerge. A natural monopoly
is a market in which the market demand is large enough to support only
one large firm operating at or near its minimum efficient scale of
production (MES).

« Barriers to exit (sunk costs)

- The financial implications of leaving an industry also act as a barrier to
entry of new firms because they increase the risk of making huge losses
if these fims decide to leave a market. A good example of barriers to
exit is the presence of sunk costs.

- Sunk costs are costs, which once committed, cannot be recovered.
Sunk costs arise because some activities require specialized assets that
cannot readily be diverted to other uses. Second-hand markets for such
assets are therefore limited. Examples include:

= Capital inputs that are specific to an industry and which have little or
no resale value.

* Money spent on advertising, marketing and research and
development projects that cannot be carried forward into another
market.

= Money spent on building expensive and complex IT systems that are
subsequently ditched because they are unworkable.

Complete (or high) barriers to entry protect the monopoly power of the incumbent firm so
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that R can charge a relatively high price above its MC. By protecting the incumbent
firm from actual competition, the incumbent firm is also able to retain its supenormal
profits in the long run.

Barmiers to entry however are usually temporary because potential firms drawn by the
supemormal profits will develop new technologies and devise price strategies to break
into the market. In the case of De Beers, as recently as 1998, t accounted for nea_rty two-
thirds of supply of the world's diamonds. Today production from its own mines gives ta
mere 45% share because other big miners got hold of their own supplies of diamonds,
far away from southem Africa and from De Beers's control. Hence the monopoly faces a
continuous task of maintaining such barriers.

l.  Unique product - No close substitutes for the product

As a result of strong entry barriers, the lack of a close substitute for its product is an
essential part of the definition of a monopoly. In the case of the diamond market, one of
the keys to De Beer's success is that it persuaded many people through clever marketing
to perceive diamonds as a good with no close substitutes even though a diamond is
simply a sparkly stone that look nice in Jewelry and there are rubies, sapphires and
emeralds that might be able to rival it. The famous phrase “A diamond is forever” was the
invention of a De Beers advertising campaign that ran in the US from the late 1930s to
the late 1950s. Within one generation, De Beers created the idea that the diamond Is the

recognized symbol of betrothal.

Hence, given the lack of close substitutes, the monopoly has relatively greater price-
setting abllity than firms in other market structures. Thus, the demand for the
monopolist’s output is relatively less price elastic than the demand for firm's output in
other market structures. The price elasticity of demand and cross elasticity of demand for
the monopolist's output is also relatively low compared to other market structures.

iv. Imperfect Knowledge

Consumers are not fully aware of the costs and production of the product. Often times,
the technology used in the production is closely guarded e.g. through the use of patents.
This further increases the price-setting ability of the monopolist.

How the Characteristics Affect the Price and Output Decisions of a
Profit-Maximising Monopolist (Marginalist Approach)

The traditional theory of the firm assumes that the monopoly seeks to maximise profits.

The first step in understanding how a monopolist maximizes its profits using the
marginalist approach is to explain the relationship between the average revenue curve
and marginal revenue curve of the monopolist.

Assuming the monopolist charges a uniform price for every unit of his product, then the
demand curve for the firm's output is also its average revenue (AR) curve. Recall that the
demand (or AR) curve for the monopolist’s output is downward sloping, its MR
curve also slopes downwards (figure 5b). The monopolist's price (AR), however, is
always greater than its MR at any output (except for the first unit).
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Figure 5b

Revenue
a8

o MR curve is negatively sloped and MR is always less than AR (or price) in an
imperfect market structure for every corresponding level of output because:

- Assuming the monopolist charges a uniform price for every unit of his
product, it has to lower price on all units in order to sell an extra unit.
Thus, the MR is equal to the price he receives from the sale of the last

additional unit minus the loss of revenue from the sale of all other units
at a lower price.

- Note: The mathematical relationship between AR and MR for price setters is
provided in Appendix 1. This relationship between AR and MR applies to
firms in all imperfect market structures where the firms are price setters.

Profit-maximising Condition of Monopoly

Assume that the monopolist seeks to maximize profits, the monopoly Is in equilibrium if
it is producing the level of output that maximises total profit. In order to maximize total
profits, the rational monopoly has to make output decisions at the margin by weighing
its marginal costs (MC) against its marginal revenue (MR). The profit-maximising
monopoly is in equilibrium only when the following condition is met: MR = MC (this applies
to all firms in imperfect market structures).

Figure 6 illustrates the profit-maximising output level of a monopoly. The profit-

maximising output level is at OQ., where marginal revenue is equal to marginal cost. This

is because:

o Atoutput level Q1, MR is greater than MC. Each additional unit of output sold adds
more to revenue than it adds to cost. This increases the profits of the firm. The firm
should expand output beyond Q1.

« On the other hand, if output expands beyond Qs, for example at Qz, each additional
unit sold adds more to cost than to revenue. Now MR is less than MC. So each
additional unit reduces the profits of the firm.

It is only at output Qe where MR=MC that the firm will be in equilibrium i.e. the firm
has maximised its profits. It will charge a price of P, based on the demand curve

This Is similar to the
explanation for the PC
firm except that the MR
Is downward sloping for
monopoly.
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Figure 6: Profit-maximising Monopoly w
P'“"'R‘M'. we/Cost uuermonopuyh

0 Qr Qo Q: Quantity

3.2 Short Run and Long Run Equilibrium of a Profit-Maximising
Monopolist

| where MC=MR, it will charge a profit
maximising ased on the market dema urve. In the short run, a profit-
mnthslng monopolnst may be earning supemormal normal o subnormal prof it.

Figure 7a: Supernormal Profit (TR > TC or AR > AC)

Price/Revenue/Cost
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Total Revenue = OPAQ

Total Cost = 0CBQ

Profits = PCBA

o
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Figure 7b: Normal Profit (TR =TC or AR = AC)
pme/RevenueICost

Total Revenue = 0PA &

Total Cost= 0P P&

Profts= 0

o Q Qua;ttity

Figure 7c: Subnormal Profit Equilibrium
(assume TR<TC but TR>TVC (or AR<ATC but AR > AVC)

PﬁceIR?yenueJCost

Total Revenue = 0PBQ
Total Cost = 0CAQ
Loss = CPBA

)

]

]

]

]

]

] 9

Y e Quantity

Though the monopolist is the only seller in the market, there is no guarantee that it will
not make a loss in the short run.

Like a perfectly competitive firm, when a loss is incurred, the monopolist will aim to
minimise its losses. The equilibrium of the firm where MR = MC is now the loss-minimising
level of output. it will continue production so long as total revenue is able to cover at least
all total variable costs of production in the short run.

The monopolist will continue production in the short run when its total revenue is greater
than its total variable cost, as shown in Figure 7c.

Loss if production continues = CPBA
Loss if shutdown =TFC =CEDA
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s if it continues production. This is
cover all the variable costs (area

In this case, the monopoli

00Q., its total revenue is enough to @ vari

boefr'ig'a% ':mfm fixed costs (area EPBD). (Note that the vertical distance between
ATC and AVC is the AFC.)

TR = OPBQ

TVC = 0EDQ

Part of TFC

recovered

when OQ isproduced = EPBD
Figure 7d: Short-run shut down of a monopoly (assume TR<TVC or AR<AVC)

Price/Revenue/Cost
A

Loss from continuing production=CCOR

Loss from shuting down = (3R

]
]
i
'
1
'
]

Q

In figure 7d the loss from shutting down is less than the loss from continuing production.
The monopoly will choose to shut-down in the short-run and exit the industry in the long-

run if the situation is unchanged.

Long Run Profits:

It is possible for the monopolist to retain its supernormal profits in the long run by
erecting huge barriers to entry. In the long run, a monopolist, like any profit-maximising
firm, will remain in business only if it can at least make normal profits or break even. Thus,
the long run equilibrium of a profit-maximising monopoly is the output level where LRMC
=MR and TR is at leastequalto TC.

A monopoly can retain
supemormal profits by
preventing new
entrants via erecting
significant BTEs.
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Figure 7e illustrates 8 monopoly making supemormal profits in the long run.
Figure 7e: Supernormal Profit (TR > TC or AR > AC)

Price/Revenue/Cost

)

]

]

i

1 DD=AR
o Q ngnﬁw

3.3 Natural Monopoly

In some markets, internal economies of scale are so large relative to the market size that
competition between two or more firms simply does not make much sense; in these
cases, the required infrastructure is too costly to replicate, hence a natural monopoly
arises. A natural monopoly is a market in which the market demand is large enough to
support only one large firm operating at or near its minimum efficient scale of production
(MES). Figure 8 illustrates the revenue and cost curves of a natural monopoly. The
LRAC curve of the natural monopoly falls continually over the entire market
demand, resulting in a very large MES relative to market demand.

Figure 8
2 Price/Revenue/Cost

P.

[0} ~ Quantity

The electricity-supply market is an example of a natural monopoly. This is because to
operate in the electricity-supply market, a firm has to incur overhead costs that are
prohibitively high. These overhead costs include the costs of building power plants and
huge systems of distribution poles and wires. The overhead costs are also relatively high
compared to the variable costs of supplying another unit of electricity. Hence, the firm
that can sell the most electricity can spread its overhead costs more widely over a larger
output level and can in turn exploit available technical economies of scale more fully. This
in turn will enable the natural monopoly to achieve a lower long run cost per unit than a
firm with the same overhead costs but lower output.

Alternative
definition:

A natural monopoly
results from the high
capital outlay in some
markets, which is a
natural bamier to
entry. The LRAC falls
continually, enabling
the Incumbent to reap
significant iEOS.

AC
=
\ MC
ARmonopoly = market demand
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With the lower unit cost, the incumbent can deliberately reduce the price of its product to
ward off potential entrants. New market entrants tend to operate on a smaller scale and
hence new entrants are unable to compete effectively with the incumbent firm which is
already operating on a larger scale. This natural barrier thus discourages potential new
firms from entering. The result is that one big firm can have a large cost advantage in

providing all of the electricity for a given region.

Sectional Summary:

1. The four characteristics of a monopoly include being the only sole seller in the
market, selling a unique product, imperfect knowledge and high barriers to entry
and exit

2.  There are different types of bariers to entry and exit. They can be categorized
into artificial barriers and natural barriers.

3.  The monopolist is a price setter. The profit-maximising monopoly can use the
marginalist approach to set its output level. The profit-maximising output level of
the monopoly occurs where MR=MC (this applies to price-setting firms in all
market structures).

Note: Students are expected fo be able to explain and/or illustrate each of the above
slalements.

4 MONOPOLISTIC COMPETITION

Monopolistic competition is seen primarily as a market structure whereby a relatively
large number of small firms that sell similar but differentiated products, and
barriers to entry and exit are low and information Is imperfect. The sellers still retain
a certain degree of market power because their products are differentiated.

Unlike perfect competition, there is no market demand curve for monopolistic
competition. This is primarily because many prices prevail due to product differentiation
and the lack of perfect knowledge amongst consumers and sellers. There is no one
single equilibrium price in the market.

Some examples of firms operating in monopolistic competition include hawker stalls in
Singapore, clusters of coffee shops and fast food outlets in a busy town centre to
hairdressers in a local area. Small scale nurseries and care homes for the elderly might
also fit into the market structure known as monopolistic competition.

4.1 Characteristics of a Monopolistic Competitive (MPC) Market
Structure

I Large number of small buyers and sellers relative to market size

There is a large number of small firms relative to the market size at any point in time
such that each firm has a relatively small share of the total market. This arises
from the low barriers to entry. For instance, in Singapore, each hawker stall operates
on a limited scale such as a small stall space, limited amount of cooking and eating
utensils, each stall owner hires only one or two helpers. :
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With each firn having a relatively small share of the market, each firm's market power
is limited, meaning its ability to set price above its marginal cost is limited.

In addition, each flm_\ acts ln.degendenlly of the other. No firm attempts to take
into account the reaction of all its rival firms because not only is that ak:posslblteoto do
with somany qval§, retaliation bynva_lsisalso less likely to occur since if a firm lowers
its price, its gains in sales revenue will be spread thinly over many of its rivals. Since
the extent to which each rival firm suffers is negligible, each firm is able to determine
its price-output policy wnh little consideration of the possible reactions of rival firms,
quite unlike the mutual interdependence seen in an oligopoly. (To be covered in the
next section)

The MPC firm, however, prefers to engage in non-pricing competition to differentiate
their products from their rivals because through product differentiation, they are able
to maintain customer loyalty which provides the firn with a certain degree of market
power to set price.

il Low barriers to entry and exit

The large number of small firms existing in the MPC market structure is a result of
low barriers to entry and exit which include relatively low start-up costs, relatively
easy to copy technology and relatively mobile factors of production unlike in markets
dominated by large firms. Low barriers make it easier for firms to enter or leave the
industry, thus ensuring a large number of small firms. For Instance, it I relatively
easy to apply for licenses to operate a hawker stall compared to other industries like
the telecommunication industry. The costs of setting up a hawker stall is also
relatively low because overhead costs like the costs to set up cooking facilities is
relatively low. Rental costs can also be relatively low.

With very low barriers to entry, firms in monopolistic competition can only make
normal profits In the long run because potential entrants can easily enter the
market and erode the supemormal profits existing firms make. The inability to retain
supemormal profits in the long run restricts the ability of MPC firms to engage in
large-scale advertising or invest huge sums of money in research and development,
hence products are only slightly differentiated. Nonetheless, the presence of many
rivals makes product differentiation necessary. Thus, firms in monopolistic
competition do engage in advertising and promotion, but on a relatively small scale.
Advertising can be in the form of flyers or off-peak time slots on television and the
classified sections of newspapers.

iii. Differentiated products

Products are slightly differentiated in the MPC market structure, in other words, there
are many close substitutes available. Product differentiation can take 3 forms:

« Real physical differences: Through product development and innovation, goods
that serve a similar purpose are altered in such a way that they differ in some
(minor) ways eg. differences in the materials used in the production of the good
and in workmanship.

- For example, in the case of hawker stalls in Singapore, there are many
varieties of food in each hawker centre such as Chinese cuisine, Malay
cuisine, Indian cuisine and Western cuisine. There is also variation
within each food type. Chicken rice is frequently differentiated through
taste and flavor because cooking styles differ between stalls or each
stall has a slightly different recipe.
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. . Other than quality, products can also be differentiated by
m:-pr:;m?mndlng and lg:ﬁlgyd of promotion. This can be achieved
through non-price competitive techniques such as marketing techniques,
advertising and packaging. These serve to inform, persuade and convinc'e
consumers to purchase the products. This may increase demand for the fim's
product as well as to make demand relatively less price elastic, giving firms a
greater leeway o raise prices without fear of a loss of market share.

« Differences In conditions of sale: This is achieved through differences in
location of shops and quality of service such as leve! of customer service and
ambience.

Due to the absence of long-run supemormal profits in monopolistic compe}ition
because of lack of entry bamiers, the extent and scale of non-price competition is
relatively limited.

As a result of product differentiation, each MPC fim has some degree of control over
its own prices, unlike in perfect competition. The demand curve for a monopolistically
competitive firm is therefore downward sloping. But compared to an oligopoly or
monopoly, the demand for the firm’s products Is relatively price elastic as there
are a large number of close substitutes. This severely limits the ‘market power’ of
each monopolistically competitive firm. In order to maintain market power, the firms
have to ensure that their products are clearly differentiated from their rivals.

iv. Imperfect knowledge

Sellers and buyers have imperfect information regarding production methods and
prices. In the case of hawker stalls, rivals don't have complete information regarding
all ingredients used by a hawker and consumers don't have complete information

regarding ingredients used by the hawkers or all available prices offered by all
hawkers.

How the Characteristics Affect Pricing and Output Decisions of a
Profit-Maximising Monopolistically Competitive Firm

4.2 Short Run Equilibrium of a Profit-maximising MPC Firm

Depending on its cost and revenue conditions, the firm in monopolistic competition may
eam supemormal, normal or subnormal profits in the short run. If it eams subnommal
profits, 80 long as it is able to cover its variable costs, the firm will continue production in

the market. If it cannot cover its variable costs, the firm will shut down and stop production
temporarily in the short run.

Figures 9 illustrates the revenue and cost curves of a typical MPC firm making
supemommal profits.
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Figure 9: Supernormal Profit (TR > TC or AR > AC)
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4.3 Long Run Equilibrium of a Profit-maximising MPC Firm

Due to low barriers to entry, in the long run, a monopolistically competitive firm makes
only normal profits. When incumbent firms make supemormal profits, new firms will enter
the industry. On the other hand, when the firms make subnormal profits, firms that cannot
cover their total variable cost will shut down and leave the industry.

Adjustment from Short Run Supernormal Profits to Long Run Normal Profits

Assume that the profit-maximising firm in monopolistic competition is initially eaming
short run supemormal profits. The initial profit-maximising equilibrium of the firm is at
output OQ1 and price OP1, where MR1 = MC. Supemormal profits is area P1ABC in Figure
10. The ease of entry allows new firms to enter the industry. They sell products that are

potential substitutes to those sold by existing firms. Consumers now have a wider range
of products to choose from.

Assuming total market demand for the product remains unchanged, the entry of new firms
will cause the demand for each firm's product to fall. At the same time, demand for the

fim's product also becomes relatively more price-glastic as more substitutes are
available.

The demand curve shifts from AR to AR until it is tangential to the AC curve at output
0Q: where it makes only normal profits. Output OQ; is also the new and lower profit-

maximising output level where MRz equates MC. The equilibrium price has also fallen to
OP2.
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Figure 10: Adjustment from SR supemnormal profits to LR normal profits
Pr‘ulRﬂranudCost

Quantity

hort Run Subnormal Profits to Long Run Nomal Profits

If the firms in monopolistic competition are making SR losses, those whose TR<TVC will
be forced to leave the industry as the barriers to exit are low. There will be fewer fims
left. This means fewer competitors. Therefore, the demand for the existing firm's product
rises and becomes relatively less price-elastic. This is illustrated by the AR curve shifting
to the right and becoming relatively steeper until it is tangential to the AC curve where it
makes normal profits. The resultant increase in price has led to a reduction in losses until
the long-run equilibrium of normal profits is restored.

The reality, however, is that a stable equilibrium is never reached because new products
come and go all of the time, Existing products within a market will typically go through a
product life cycle that affects the volume and growth of sales.
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/
Lond: Equilibrium of the Profit-maximising MPC Firm

jong run, the proﬁt-rr]aximising MPC firm can on
:gw m:ame?s ity and ext, as shown in Figure 11, ly make normal profits due to

Figure 11: Normal Profit (TR =TC or AR = AC)
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Sectional Summary:

4. The four charqden'st[cs of MPC are large number of small firms relative to market
size, slightly differentiated products, imperfect knowledge and low barriers to entry
and exit.

2. The MPC firm is a price setter because its products are slightly differentiated.

3. The profit-maximising MPC firm
. Can make supemormal, normal or subnormal profits so long as TR>TVC in the

short run.
- Can only make normal profits in the long run due to low barriers to entry and exit.

Note: Students are expected to be able to explain and/or illustrate each of the above

statements.

5 OLIGOPOLY

An oligopoly is a market dominated by a few large firms where market concentration Mutual dependence
is high, hence these firms are mutually dependent and must consider the reactions of or interdependence s
rivals to its price, non-price and output decisions. Other characteristics of an oligopoly a key distinguishing
include high barriers to entry and exit and imperfect knowledge. Oligopolies can feature of oligopoly.

produce homogeneous or differentiated products.
5.1 Characteristics of an Oligopoly

i. A few dominant firms relative to market size

These few firms each command a large proportion of the market share and have
relatively high market power, hence they have the ability to set price and are price
setters. Duopoly is the Greek word for “two sellers” dominating the market while
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oligopoly refers to “few sellers” dominating the market.

The degree to which oligopoly power has developed in any industry is indicated by
measuring the market concentration ratlo i.e. the extent to which firms dominate
the market or industry in terms of market share. It can be measured as a 3-fim, 4-
firm or 5-firm concentration ratio.

For example, a 3-firm concentration ratio is the sum of the market share of the 3
largest firms in the industry. In the table below, it is shown that the global brewery
industry is an oligopoly because the 3 largest firns have a combined market share
of 69.4% of the global brewery market.

SABMiller,
179%

Soucr BofA Merrl Lynch Giche! Ressarch estimets

Figure 12: Market Share of Top Beer Firms In the Global Brewery Industry
Source:http/Mwww.businessinsider.sg/sabmiller-ab-inbev-would-dominate-the-beer-market-2015-
S/7raUS&IR=THj8VXPrMIDs8VjBmU.97

Other examples include:

¢ The global car manufacturing industry is dominated by Volkswagen, Toyota,
General Motors and BMW

e TheU.S. music industry is dominated by 4 major music recording labels (Universal
Music Group, Sony Music Group, Wamer Music Group and EMI Group)
Telecommunication service providers in Singapore (Singtel, Starhub and M1)
Petrol retailers in Singapore (Exxon Mobil, Shell, SPC, Caltex)
The dominant global oil producers include OPEC (Organisation of the Petroleum
Exporting Countries of which the 5 founding members include Iran, Iraq, Kuwait,
Saudi Arabia and Venezuela), Russia, U.S. and China

An oligopoly market might have dozens or even hundreds of individual firms but most
of them are unimportant in the industry; a small number of them—perhaps only 2 to
20 fims—dominate the industry.

Due to the presence of a few dominant competitors in the market, a high degree of
interdependence or rival consciousness exists amongst fins in an oligopoly.
Hence, every action taken by any single dominant firm will affect the sales of all the
other firms in the market significantly. Rivals' actions cannot be ignored as they are
likely to result in significant effects. For instance, mutual interdependence exists
within the U.S. fast food market. If you are in charge of a company in an oligopoly, it
is a vital part of your job to keep an eye on competitors. Wendy's CEO would keep a
close eye on its rivals' activities, such as if McDonald's had just introduced a new
kind of burger or that Burger King was offering promotional discounts on sodas. This
is because McDonald's and Burger King's behavior will affect the sales and

profitability of Wendy's.
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ih High barriers to entry

The existence of high barriers to entry and exit result in the high market concentration
within the oligopoly and its corresponding high degree of interdependence.

Artificial barriers to entry — include statutory barriers and strategic barriers.
. Strategic barriers. Examples:

o« Limit and predatory pricing occurs when prices are
deliberately set very low by a dominant competitor in the market in
order to restrict or prevent competition. Limit pricing involves
charging a price that is lower than the profit-maximising price. The
intent is to prevent rivals who typically operate on a smaller scale of
production and hence incur higher long run unit costs of production
from entering the market because the potential entrants cannot
match the price of the incumbent firm without incurring a loss.
Predatory pricing involves lowering prices below costs to drive out
existing competitors and scare off potential entrants. Whatever the
approach, limit and predatory pricing is illegal under competition law
in many countries.

= In an oligopoly, advertising and branding plays a huge role in
establishing brand loyalty, making it difficult and costly for potential
fims to break into the market. For instance, Coca-Cola Company
and PepsiCo are the two dominant players in the cola industry. It is
hard for new cola manufacturers to break into the global market for
cola. This is partly because both Coca-Cola and Pepsi have
successfully built such strong brands that it would be tough to
persuade consumers to switch to new colas. Even blind taste tests
have found that most people (including those who claim to be ardent
fans of one brand or the other) cannot distinguish between them
when they do not know which they are drinking. This seems to be a
clear example of an industry in which advertising mainly serves to
persuade people that the products are more different than they really
are.

- Statutory barriers

= Statutory barriers have been discussed in detail earlier in section
3.1.

o Natural barriers in an oligopoly

- The few dominant firms in the oligopoly enjoy substantial internal
economies of scale. This means that the long run average cost for the
firm falls over a very large output. A new entrant is unlikely to be able to
produce at a scale of production that matches that of the incumbent
firms due to an initial lack of consumer base — as such, it is difficult for
the new entrant to produce at an output level that is close to the MES.
This means that its AC of production is likely to be higher than the
incumbent firms who are producing at an output level closer to the MES.
Thus, this will make it harder for new entrants to compete with dominant
firms in the market.

Due to the high barriers to entry and exit, an oligopoly is able to retain its supemormal
profits in the long run.

Note: Some
examples of the
barriers to entry

to monopoly as well
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.  Products can be homogeneous (standard) of differentiated

chemicals, petrol,
In some industries, the product is homogeneous (e.g. metals, _
crude oif) whils in others, it can be differentiated (€.9. cars, soft drinks).

the oligopoly is known to be pure or petfe;.i
but each firm has control over its pricing
is dominated by a few

When the products are homogeneous,
Theoretically only one price can prevail,
policy (that is, each firm Is a price setter) because the market
firma.

When the products are differentiated, the oligopoly is considered to be an imperfect
ona. Here, there may be less fear of immediate reaction from rivals because rivals
may perceive the change in price to be due to modifications made to the product.
However, due to the market being dominated by a few large fims, rivalry and
interdependence still prevails among these firms in the market.

Product differentiation tends to occur on a bigger scale in an oligopoly than in a
monopolistic competitive market structure as a result of huge funding in research and
development or very large-scale advertising. This is because unlike MP_C firms which
can only make normal profits in the long run due to low entry barriers and exit,
oligopolies are able to retain supemnormal profits in the long run due tg high barriers
to entry. Oligopolies are thus incentivised to use these non-pricing strategies
extensively to maintain their grip of the market share. For instance, research and
development can Increase the range and quality of products. This may increase the
demand for the firn's products as well as make demand relatively more price

inelastic.

A case in point would be the mobile phone makers e.g. Apple vs Samsung (top 2
dominant manufacturers in the smartphone manufacturing industry).

iv. Imperfect knowledge

Sellers and buyers have incomplete information regarding production methods and
prices. The imperfect knowledge of production methods serves as a barrier to entry
of potential new firms. Consumers' imperfect knowledge about prices also increase

the price-setting ability of the oligopoly.

How the Characteristics Affect Pricing and Non-Pricing Decisions in
an Oligopoly

Due to the market being dominated by a few large firms, the success of firms in this
market is largely determined by the actions of its major rivals, in other words, they are
mutually dependent. Hence, each firm will monitor the actions of major rivals closely
because their actions will affect the former and they are never certain of how rival firms
will actually react. Given that each firm faces a considerable amount of uncertainty about
demand, competitor's costs, actions and responses to their strategies, there is no single
theory on pricing and output decision of firms in an oligopoly, hence it is often difficult
to predict the oligopoly’s behavior.

For instance, due to the considerable amount of uncertainty in the market, prices are
generally stable in an oligopoly, yet price wars may also break out between them.
Oligopolies may choose to set a price and output level that enable them to profit-
maximise whereas at other times, to reduce uncertainty, they may collude.

5.2 Cooperative Model - Collusive Oligopoly

Collusion occurs when the firms work together to reduce uncertainty in the market
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rease the predictability of their rival's reactions t S =
and INCTo5" ts.  When fims collude, th  their pricing decisions to

imize P €y may agree to limit competition amon
m:,x'nselves through agreed output quotas or fixed prices or limits on the extent dgf

th development

uct promotion or P Or agreements not to poach each other's
,':::lieﬁ- As such, fims may engage in a formal or Informal agreement among
themselves 0 reduce the degree of competition under the collusive model.

The main conditions for collusion to be effective:

- The market is dominated by a few large firms to allow for coordination of
prices of output among the members. This will enable fims to monitor
members to prevent cheating.

- Firms sell similar products - products must be perfect substitutes or very
closely related. For example, automobile/cars (Honda being a price leader),
petrol stations. The greater the extent of product differentiation, the less
effective collusive will be (for example, difficult to synchronize prices).

s No government efforts to curb collusion (e.g., antitrust lawsuits).

- Firms have similar cost structure such that coordination becomes easier.

Types of collusion
5.2.1 Cartels

- To reduce uncertainty arising from mutual interdependency between
sellers in an oligopoly, sellers may formally collude and form a cartel and
agree to maximize joint or industry’s profits. Firms may join a cartel to
increase their market power since members work together to determine
jointly the level of output that each member will produce and/or the price that
each member will charge, behaving like a monopolist. '

- If each firm in an oligopoly sells homogenous product like oil, the demand
curve that each firm faces will be horizontal at the market price. However, if
the oil-producing firms form a cartel like OPEC to determine their output and
price, they will jointly face a downward sloping market demand curve (like
a monopolist). The cartel’s marginal cost curve is the horizontal sum of
the individual members’ marginal cost curves. As such, the cartel's profit-
maximizing decision is the same as that of a monopolist. The cartel members
choose their combined output at the level where their combined marginal
revenue equals their combined marginal cost.

- According to figure 13, by acting like a monopoly, joint profits are then
maximised at the price Py and output level Qs where the cartel's MC equals
MR. Like a monopolist, the cartel will choose to produce less output and
charge a higher price. For example, the OPEC will produce lower output
and charge a higher price than what they would have done individually.

- In order to restrict total industry output to maximize joint profits, each firm is
given a production quota. Cartel members have to agree on how to divide
the market between them and the agreement is usually based on their
current market share.

- Example: The Organisation of Petroleum Exporting Countries (OPEC)
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Figure 13: Joint profit maximisation In a cartel
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However, there are factors that limit the effectiveness or success of the cartels:

o Cartels are lllegal. However, OPEC is legal. Formal agreements among
companies to dictate sales or production — are bluntly illegal but OPEC is a
multinational organization, which comprises of countries with nationalized oil
companies. This means that the group can act in any manner that they deem in
their countries best interest. Hence, no intemnational laws exist to break their
collusion. Furthermore, the US foreign trade laws protect the OPEC and the
members meet regularly to decide how much oil each member of the cartel is

allowed to produce.

o There are lot of risks and uncertainty assoclated with cartels. While fims in
a cartel have a strong incentive to cooperate with one another to maximise joint
profits, there is also an Incentive to cheat ‘secretly’ in order to Increase
indlvidual profits, which Is above their share of the joint profits. This is
because while the formal agreement maximizes joint profits, the firms are not
able to produce at their profit maximizing level of output [ production quota set
by the carte! is lower than the member's profit maximizing output]. Hence, cartel
members will be tempted to cheat on their agreement to limit production and
produce more output than it has agreed to produce to increase its
individual profits by producing more but continuing to sell at P. However,
when an individual member deviates from the production quota, the best
strategy for other members Is to follow suit and produce beyond their
quota to maximize their individual profits. Sometimes, other members may
simply do this to punish the cheater for deviating from the agreement. As a resut,
the market supply of the good will increase (above that of Qu), driving down prices
below that of Py.As a result, the collusive agreement (cartel) will break down,
and every member will earn a profit that is below that of the joint profits.
Thus, such agreements tend to be fragile, risky and uncertain, resulting in
unstable outcomes. Therefore, members tend to stick to the agreement to avoid
punishment if they are caught cheating. Nonetheless, there is a built-in incentive
for each member to cheat in pursuit of its own self-interest. As such, the threat
of punishment must be credible to reduce uncertainty and unstable
outcomes in the cartel.

o Most cartel arrangements experlences difficulties and tensions and some
cartels collapse completely. Collusion in a market/industry is easier to achieve if:
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M onnoﬁng'members are easier. Cartels are expensi pecia
when there is a large number of fimns). If the number of':iem:: :: ﬁfgﬁ is o
difficutt to .n.;omt_or perfectly and detect cheating by the cartel mmveery
Therefore, it is difficult to formulate a policy that meets the needs of evetyu.
single memtt:‘o;r. mal:llng g‘easler ;:: firms to pursue their own priorities
Therefore, smaller the num of firms in th ,
successful the cartel is likely to be since behavior'::an ;ei::;;trr:&t;:m? 74

The more standardized the product, the more similar the production methods
and cost conditions, the easier it will be to reach an agm':nent on p:‘:o and
production quotas, or to change prices at the same time and by the same

percentage.

Market demand Is not too variable (or cyclical) i.e. itis re

and not subject tc_> \{iolent fluctuations which m)ay lead toase?:;:'! g:;ndiac':‘a’bg
excess supply. This is because falling market demand creates excess capacity
in the industry and puts pressure on individual firms to discount prices to maintain
their sales revenue. When market conditions fluctuate wildly, it is also
difficult to make agreements due to difficulties in predicting and due to the
need to make frequent amendments to agreements.

. Barriers to entry must be high as new entrants may be attracted into the
industry by the hlgh. profits, stealing the consumers away from the members.
Profit from cooperation should always exceed profits from cheating/deviation,
otherwise cartels will break up. Therefore, the more significant the barriers to
entry, the less fear of disruption by new firms entering the market.

5.2.2 Price leadership model (Tacit collusion)

_  Tacit collusion is informal where unwritten rules of collusive behavior arises. It
consists of price leadership (dominant + barometric) model to determine the
price and avoid undercutting each other. As such, the presence of incomplete
information about motivation of other firms may induce tacit collusion.

— Barometric model — the firm that is more adept at identifying changes In
market conditions and has the ability to respond more efficlently, will be the
market/price leader. If firm is skilled in this area, other producers will follow its
lead under the assumption that the price leader is aware of something that they
have yet to realize.

— Dominant firm model — occurs when one firm controls the vast majority of the
market share within an industry and/or enjoys the lowest average cost of
production. As the dominant firm adjusts prices, any smaller firms within the
segment must follow in order to maintain the small amount of market share
they currently possess and avoid price cuts.

- Asthe price is set by the market leader in tacit collusion, it is widely accepted Refer to Appendix 2
as the market price by other firms (fringe firms or followers). The price | for more information
leader select the price and output combination that maximises its own profits. on the price
However, the price will also be deemed as the price that best protects the dacdarstip model.

followers' market share and profits. Hence, prices tend to be stable in tacit
coltusion. When the leader initiates a change, other firms will follow. For
example, in the case of cinema and taxi operators in Singapore, other firms
(fringe firms) often follow suit when a dominant firm increases prices.
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53 Competitive Model
firm is similar to that of a fir operating

Thaiugran o WHPG'. ’”"Rmﬁ"gﬂﬁfz the demand curve steeper than that of a

under imperfect
monopolistically competitive firm.
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5.3.1 Price Rigidity (Kinked Demand Curve Theory)

The kinked demand curve theory offers some insight as to why prices in an oligopoly
tend to be sticky or rigid. According to the kinked demand curve model, prices are
generally stable in an oligopoly because of the fear of competitor’s reactions because
of the high degree of mutual interdependency amongst the few large firms.
Therefore, the demand that each oligopolist faces is determined by the output and pricing
decisions of the other fimms in the industry. Price rigidity also implies that prices does not
change despite changes in cost conditions (marginal costs) unless it is significant.

at the current price and output level of an oligopolist
ver, the firm faces the relatively elastic demand
curve at high prices. As such, the fim’s demand curve becomes relatively more elastic
at prices above Ps because at these higher prices, consumers are more likely to
switch to the lower priced products provided offered by other oligopolists in the market.
For example, if the oligopolist increases its price above the equilibrium price Pe, it
conjectures that other firms will not follow with the price increase of their own since they
will make losses due to a fall in their total revenue. This is because if only oligopolist A
raises Its price and others leave their prices constant, the quantity demanded for
oligopolist A's output will fall more than proportionately to the increase in its own
price along the relatively elastic portion of the demand, leading to a fall in its total

revenue.

On the other hand, the firm faces a relatively more inelastic demand curve at low
prices. Therefore, the fim's demand curve becomes relatively less elastic at prices
below Pe because the other oligopolists in the market have also reduced their prices. For
example, if the oligopolist A reduces Its price below Pe, it conjectures that its
competitors will follow suit and reduce their prices as well but it will reduce
everyone's total revenue. This is because oligopolist A will not gain market share
since everyone will reduce their prices to match its price. Its sales will expand only

65

As shown in Figure 142 assume th
is at Pe and Q. respectively. Howe
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tion to
1 pIOPO less than proportlonately to the fall in its own price, leading to a fall In its
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: emand curve gives rise to a marginal revenue curve that h j
The !(mk;dregw below the kink at Qe. The higher and flatter MR wmaémr&:m
sectpnon ds to the higher and flatter demand curve before output Qs. The lower and
cofms")r MR curve after Q. corresponds to the steeper portion of the demand curve after
steePee oligopolist produces Q., the output at which MC crosses the MR schedule. The
Q. Th the discontinuity in the marginal fevenue curve at the current price-output
effeC’. tion means that should marginal cost rise within this region of discontinuity, from
co MG ne clgoplstll bt e Mo cots ntead o psin o consumers
f higher prices. Igopolist will leave the existing pri

i:oﬁ;i;oat"inog of (g)Po-OQ- unchanged. ting pri "

Jertheless: according to figure 14b, prices tend to be rigid/stable at the kink at Ps since
Ne ligopoly will be reluctant to change prices as price wars are unsustainable and
an 3 't% a suboptimal in the long run. Therefore, firms tend to avoid price wars and
led ¢ an optimal strategy of engaging in non-pricing behavior to reduce the extent/degree

substitution for its products. Even when there is a shift in marginal costs of production,
of rofit-maximising strategy of each .ollg.opgms.t will be to hold prices constant unless
the ghan gein marginal costs of production is significant. Hence, the kinked demand curve
the helps to explain oligopolistic price stickiness in the face of cost changes
eon does not explain how that price is determined. Nonetheless, price wars are
nt during festive occasions where firms continue to slash prices to make

vide
smla:ef sales or when the firms want to get rid of their old stocks. Recessions may
ag; drive these firms to compete in prices.
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5.3.2 Price Wars

Price wars tend to arise when there is considerable excess capacity in the industry
and are likely to be initiated by firms with the largest minimum efficient scale. Rivals

Note:

The diagrammatic
analysis of the kinked
demand curve is nol
required. It Is included
in the lecture notes 1o
aid your understanding
of the concept.
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that operate on a smaller scale have to shut down by stopping production
temporarily in the short run since they face @ higher unit cost of production as they
cannot cover their variable costs. However, if they cannot cover total costs in the long
run, they will have to leave the industry. When rivals exit the industry, the winner of
the price will gain a larger market share since consumers wil have to buy from the
firm remaining in the industry. With lesser competition, the firn will have a greater
market power, raising their abllity to charge a higher price and hence earn higher
profits. In other words, the firm that Initiates the price war may make losses in the short
run but with the intention of gaining greater market share eventually. However, these
firns must have sufficient past supemormal profits to recuperate from these losses and
sustain the price war or the threat of undercutting their rivals credible.

Interdependence thus pulls firms in an oligopoly in two different directions. On the one
hand, there is an incentive to compete to gain a larger market share, while on the
other hand, there is a strong Incentive to collude to reduce uncertainty and risks by
acting as one and maximise industry’s profits. However, in some cases, fims may
compete intensely for a period and then realise that maybe there Is no winner. They
then start to collude and Jointly raise prices and reduce advertising (costs). Then,
after a period of collusion, competition may erupt again. This may even be precipitated
by the entry of a new firm, development of a new product design or changes in market
demand. Nonetheless, firms just cannot resist the temptation to ‘cheat’ and undercut
each other at times. Put simply, the behavior of oligopolies is unpredictable and may

change over time.

5.3.3 Synthesis of oligopoly behaviour - Preference for non-price
competition

Due to mutual dependence and uncertainty, oligopolists can either compete or collude.
Unlike other market structures, the behavior of firms in oligopolistic markets varies
according to the circumstances the fim is in. In view of the uncertainty, firms in an
oligopoly tend to prefer the use of non-pricing strategies to differentiate their products to
minimize the risk of price wars or a breaking collusive arrangement.

Sectional Summary:

s The characteristics of oligopoly are a few dominant firms with a high degree of
mutual interdependency, differentiated or homogeneous products, imperfect
knowledge and high barriers to entry or exit.

= Oligopolies face a considerable amount of uncertainty about demand, competitor's
costs, actions and responses to their strategies, there is no single theory on pricing
and output decision of oligopolistic firms, hence it is often difficult to predict the
oligopoly’s behaviour.

* There are competitive models and collusive models of oligopolies. Competitive
models include the kinked demand curve theory. Oligopolies generally prefer non-
price competition over price competition but price wars can arise occasionally too.

Collusive models include cartels and the price leadership model (tacit collusion).

= Oligopolies can retain supemormal profits in the long run due to high BTE.

Note: Students are expected to be able to explain and/or illustrate each of the above
statements.
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DEC|5|°N'MAKING AND STRATEGIES

oG i cannot make pricing decisions but it can adjust its output level to maximise its
A

its.
profi
arket structures, on the other hand isi

in imperfect mark el ) » €an make decisions on both
Fims ut. A firm's decision on which strategy to employ is moti
Frce 2?3‘ gl::slowing siaralire: ploy is motivated by one or
mor=™" |ncreasing revenue

owering costs

‘éompetito’s AN, o
Business risks and uncertainty considerations

...3

ing on the strategy to implement, the firm has to consider its objective(s), the
In d:id cgnstralﬂts it may face_ and the costs it has to incur in imple!nenﬁn; l)hese
va"tegi es. What are some potential constraints and/or costs a firm may face and/or have
stra cur when it uses a particular strategy? Are there unintended consequences that
to inct! o from the strategy?

Pricing Strategies

tegies refer to the firm’s plan for setting the price of its product given the
ma,k;“foﬁﬂmoqs it faces and its desire to achieve a specific ain? or obje(g:tive. for
example. maximize its profits.
Uniike the PC firm which is a price taker, the fim in imperfect market structures is a price
setter and hence has control over its own price. By setting prices, the firm has to
accept it will sell th'e quantity demanded which corresponds to the price as
indicated by the firm's demand curve, in other words, it cannot set both price and
uantity. The pricing strategy for firms with market power is complex. There are many
ricing strategies that price 'setters can use, and they include uniform pricing, price
discrimination, predatory pricing and limit pricing.

6.1.1 Uniform Pricing

Figure 15
Price/Revenue/Cost

o ™ Quantity

Assuming that the firm in imperfect market structures charges the same price for the
same good sold to all customers or sells all units of its output at the same price.

Note: In all the
previous analysis, we
have assumed that
firms praclice uniform
pricing.
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» Tomaximise its profits, a price setter will set its price at Po and output level Qo where
MR=MC (Figure 15).

* Tomaximise its TR, R will set its price at P1 and output level at Q1 where MR=0.

» To achieve its profit-satisficing objective, the firm may choose to price its product
between P, and Ps.

6.1.2 Price Discrimination

So far, we have assumed that the price-setting firm charges the same price for the same
good sold to all customers or sells all units of its output at a single price. Under certain
conditions, however, a price-setting firm with market power can practise price
discrimination.

a) Definition of Price Discrimination

Price discrimination occurs when a producer sells the same good at different prices
whereby the price difference does not reflect differences In the cost of supplying
the customer.

The objective of price discrimination is to allow the price-setting firm such as a monopolist
to capture consumer surplus and earn higher total revenue and in tum, ceteris
paribus, higher total profits from the sale. If a firm with market power can price
discriminate, it can eam more economic profits than a firm that charges a uniform price.

b) 3 Necessary Conditions for Price Discrimination
For firms to practice price discrimination, the following three conditions must be met:

i The seller must have market power.

e The seller must have market power in order fo have the ability to price
discriminate because without market power, a firm cannot choose its price at all,
much less choose to charge different prices to different consumers.

i. The firm must be able to distinguish among buyers who would be willing to pay
different prices or identify and segment the market into separate groups based on
differences In price elasticity of demand (PED) for price discrimination to be
profitable. In general, the individual or group with a relatively lower PED will be

charged a higher price.

o For example, train companies are able to practice price discrimination because
they are able to segment the market for rail travel into the student group and
adult group. They charge students a lower fare than adults as students have
a higher price elasticity of demand than adults because fares as a proportion
of their income or allowance Is typically higher for students than for adults.
The train company is able to identify and separate the students from the adults
because students are required to produce their identification card upon request
when they use their concessionary train tickets.

o Another example would be the early-bird discount strategy. In the low-cost
aiines market, airline companies can segment the market by time. Customers
booking early with carriers such as AirAsia are typically charged lower prices if
they are prepared to commit themselves to a flight by booking early. Customers
'who pmk early are typically price-sensitive buyers who plan meticulously,
including taking time and effort to shop and compare prices. When they plan
ahead, it is more likely that substitutes in the form of other airlines/modes

© Raffles Institution 69
Economics Department

In which market
structures would the
fims be able to price
discriminate?




Year 5 H2 Lecture Notes 2022

/ Firms and Decisions (Part 2)

of transport are available, which suggests that their PED is elastic. By giving
thema discount the, airlines hopes that there will be a more than proportionate
increase In quantity demanded which would Increase thelr total revenue
and profits cet. par. In contrast, closer to the date and time of the scheduled
fight, the price rises because customers who book later typically have a
relatively less price elastic demand because the number of substitutes

seats and flights) avallable become fewer and these customers also have less
time to search for substitutes.

.. The firm must be able to prevent resale and arbitrage for price discrimination to
il

To employ price discrimination as a strategy, the firm must be able to
prevent its consumers from reselling its product among themselves.
Otherwise, the customers who are able to buy the good at a low price
could resell the good to other customers who would otherwise have had to
buy the product from the firm at a higher price. The practice of buying the
good at a lower price and then reselling it at a higher price Is called
arbitrage.

& The ability to engage in arbitrage makes all consumers better off because
the low-price consumers can make a profit on resale, and the high-price
consumers can buy the product at a lower price than what the firm charges.
The firm, however, is not better off because eventually it can only sell to
those who want to buy it at the lowest price. Hence, the firm would be back
in the traditional situation whereby it charges a uniform price to all
consumers instead of charging different prices to different consumers for the
same good. For example, the train company is able to prevent resale by
printing the student's name and other details on their concessionary train
tickets.

c) Types of Price Discrimination

Price discrimination strategies include first-degree (perfect price-discrimination or
personalized pricing), second-degree and third-degree price discrimination.

I. Third-degree Price Discrimination

Third-degree price discrimination is a pricing strategy whereby the firm charges a
different price to different groups of customers buying the same product by

segmenting the market based on identifiable characteristics of these groups and
the PED is different between these groups.

To engage in third-degree price discrimination, the firm must be able to directly identify
specific groups of customers with different price sensitivities (PED) before purchase
based on the identifiable attributes of those groups. (The firm is not able to identify the
demand of every individual customer.) Some common ways that firms can use to
directly identify customer segments for the purposes of price discrimination include:

* By customer characteristics:

- Segmenting can be based on age (e.g. senior citizen discounts
at the movies), or whether the customer is a foreigner or a local
resident, or whether the customer is a student. PED must be
different between these groups.

- For example, train companies are able to practice price
discrimination because they are able to segment the market for
rail travel into the student group and adult group. They charge
students a lower fare than adults as students have a higher price

Note: First- and
ree
PD are pot in the
H2 syliabus. For
first and second-
degree price
discrimination,
please refer to
Appendix 3,
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elasticity of demand than adults because fares as a proportion
of their income or allowance is typically higher for students than
for adults. The train company is able to identify and separate the
students from the adults because students are required to
produce their identification card upon request when they use
their concessionary train tickets.

e By location:

- Customers living in one area may have a hard time getting to
another to take advantage of a lower price, or they might not
even have knowledge of the prices in other locations. Sellers
can take advantage of customers’ lack of accessibility or lack of
knowledge by charging different prices in different locations,
depending on the price sensitivity (PED) of local demand.

- Using the example of train fares, in some countries, passengers
who live in central areas are charged lower fares compared to
those in the suburbs because there are more alternative
transport options available in central areas.

e By past purchase behavior:

- In some industries like the auto insurance industry, it is common
for firms in these industries to give special discounts to new
customers such as reduced premiums during the first policy
period but charge existing customers the non-discounted rate
because the existing customers tend to be relatively less price
elastic in demand than new customers as they are not willing to
spend time and effort in searching for better deals and/or
because existing customers tend to assume that they already
have the best deal.

What quides the firm's output and pricing decision?

* Total output must be such that for each group, MR = MC. If this were not the case,
the firm could increase its profit by increasing or reducing total output.

* Total output should be divided between the two sub-markets so that MR for Group A
= MR for group B. Otherwise, the firm would not be maximising profits. If MR for
group 1 exceeds MR for group 2, the firm could clearly do better by shifting more
output to group 1. It would do this by lowering the price for group 1 and raising the
price for group 2.

I i MRB ARB : MR Total
0 1000 2000 "
a. Sub-market A b. Sub-market B c. Total (Mkts A+B)
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firm P
- Qhown in Figure 16.

parate markets A and B, as
C and MR curves for th
panel ¢ shows the MC and ves for the i as a whle. The firm's
verall MR curve (MRraa) is the horizontal summation of rves i
:’he oo sub-markets. the MR cu in

since MC must equaté (MRa + MRs), drawing a horizontal line fro
eftwards will allow us to determine the respective quantities in en;:: 23:
market. Fora total output of 3000 units, 1000 units are sold in Market A and
2000 units in Market B.

Total profit is maximised at a total output of 3000 units. This output
then be divided between the two sub-markets such that: e
i, MC= MR in each market
ii. MR in market A = MR in market B

Thus, in sub-market A, 1000 units will be sold at a higher price Pa and 2000
units will be sold at a lower price Ps in sub-market B.

The relative prices to tgq gharged to each group of consumers will be based
on differing price elasticities of demand.

. Ahigher price is charged in sub-market A —where demand is relatively less
price-elastic and a lower price in sub-market B that has relatively more price-
elastic demand.

d) Benefits of Price Discrimination

The p

rimary objective of engaging in price discrimination is maximize profits through

revenue maximization and cost minimization.
revenue maximization and Lo MInIMizeton

Allows firms to enjoy lower average cost of production by exploiting internal
economies of scale. As charging different prices to different consumers according
to their PED encourages new consumers to enter the market, it increases the
sales volume. As a result, firms can benefit from lower unit cost of production as
they are now able to exploit internal economies of scale from higher sales
volume.

Allows firms to produce in cases where cost of providing a good or service
cannot be covered by the low revenue generated. It can happen in industries
where firms incur high fixed costs associated with high infrastructure spending
and maintenance such as gas, transport and electricity providers. Hence, by
engaging in price discrimination, firms can still continue to provide the good
or service through cross subsidization both within and between markets. For
example, regardless of the low passenger traffic, a train has to run daily from
London to Nottingham, incurring losses. However, with price discrimination, the
rail service provider can still generate revenue on parts of the rail network service
such as from London to Birmingham so that the operator can cover the losses on
the least popular routes. Otherwise, the service between London to Nottingham
may have to be withdrawn without price discrimination.

Allows firms to clear unsold inventories when required instead of stocking them
in the retail space or factory using price discrimination. As a result, these firms are
better able to make better use of their shop or factory after clearing the excess
stock. It also allows firms to plan and hire staffs accordingly to manage
customer flow into the retail stores, minimizing cost of hiring staffs and
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maximizing profits.

e) Limitations of Price Discrimination

Price discrimination is only effective If the firms are successful in segmenting

the market and preventing res
generating revenue to the extent that

ale. Price discrimination is effective in
it can prevent resale. Hence, if the costs of

praventing resale are significant, it will negatively affect profitability. For example,

the secondary market (resale market) for
practice. A BTS concert ti

scalping is widely common
secondary market for more

concert tickets is very large and ticket
cket can be resold in the
than $12,000, revenue that is not eamed by the
concert organizer who failed to prevent the resale. As such, inability to prevent

resale by scalpers could have detrimental effects on producers, as scalpers may

be able to price discriminate more perfectly the event organisers. Hence, event
organisers need to spend on costly monitoring and enforcement systems to
ensure that concertgoers are not able to resell their tickets in the secondary
market, adding to the operational costs and negatively affecting their
profitability.

Although firms can leverage on technological advancement to prevent
resale, it can also create opportunities for the resale market to grow.
Technological advancement and the emergence of new ways of buying and
selling a product online using apps, online auction, platforms to compare prices
of a product. The “fan-to-fan marketplaces such as StubHub and eBay can
generate the price of a resale tickets almost immediately, suggesting that
consumers have greater access to Information that reduces the
effectiveness of price discrimination. For example, minutes after the pre-sale
tickets were made available for Ed Sheeran's concert to American Express
members and to fan club, more than 4,000 of those tickets were posted for resale

on StubHub.

discrimination:

Note: Thers are times price differentials can be a combination of cost differences and
price discrimination. In such an instance, elements of price discrimination exist if the

difference in costs does not fully account for the difference in price of goods.

Some useful questions to ask to ask determine if it is a case of price

Think:
Are you able tg
ldent!fy caSes of p
discrimination in fhe
se §
Appendix 4. Wesh

Does the firm have the ability to price discriminate? Address these essential questions:

1 | Does the firm have monopoly power? Yes/No. This is because...
2 | Can the firm prevent resale and arbitrage? Yes/No. This is because...
3 | Can the fim segment its market into individual customers Yes/No. This is because...
o groups of customers with different PED?
Questions Explain why Is it a case of PD for different
and/or how. prices charged?
1 | Are they the same goods? Yes/No. This is | Yes-Case of PD
because...
2 |Are there cost differences in | Yes/No. This is | No—Case of PD
providing the good to different | because... Yes - Case of PD if cost difference
groups of consumers? does not justify price difference
No - Not a case of PD if cost
difference justifies price difference
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price competition: Predatory pricing, Price wars, Limit pricing
3
6.1 Predatory pricing

& cing is a deliberate strategy of driving competitors out of the market and
P,edawfy f‘; potenﬂa' entrants by setting very low prices or selling below its average
scaring o in the short run (P<AVC) (OECD/Tutor2u). Usually the dominant or
v,ﬁablo ? Grm in the market that behaves like a predator, setting prices very low to drive

m ettors and deter entry of new firms known as the victims.

_hatboththe dominant firm (predator) and its victims are equally efficient firms,
Assu"f'"g-n o atory pricing will !-esult in significant losses for both. Hence, for the
engag'ngtcl, undertake this strategy, it expects the losses made in current period to be
p.,edator future gains in the form of higher market power and profitability arising from
offset by mpetitiOT' in the industry. In gddmon. the dominant fim may also enjoy
esser co n its reputation by deterring entry of new firms or driving out rivals by

mentl sas
|mpl‘:"° ting strong commi o reduce competition.

cutting prices below its AVC to drive out competitors, the dominant firm

een asa credible threat to the rivals as they know that any response will be
il be ssharp price cuts. This w:ll. d_e_ter r!vals from taking any aggressive actions
¢t the predator. As such, the initial episode of predatory pricing will help to multiply
agaln® m the various spillover effects for the predator. Hence, the improvement in

e r:::}: rf:;utation will help the predator to retain its market share and continue to enjoy
:'L‘;; mormal profits in the future.

committing 10

Figure 17a: Predatory Pricing

price/Revenue/Cost
A
P1
(0]
C1
P2
DD=AR
0 Q Q: Qu;ntity

P1 and Qs are the profit-maximising price and output levels respectively. P2 and Qz are
the predatory price and output levels respectively, and the firm makes a loss equal to
area C2DEP: at P2, but this might force one or more competitors to leave the market if
the competitor(s) cannot match the price reduction over the long run. Once existing firms
have been driven out and entry of new firms deterred, the remaining incumbent firm can

raise price to profit-maximisation levels because of the higher market power and demand
it will enjoy.

However, for the predator to undertake such a strategy, it must have sufficient past
supernormal profits or cross-subsidisation option from the other markets or product

© Raffles institution 74
Economics Department




Year 5 H2 Lecture Notes 2022
Firms and Decisions (Part 2)

to cover the losses In the present time in order to be seen as credible enough to follow
through with the threat of cutting prices. Some firms may even invest on expanding
plant capacity to demonstrate its commitment to fighting the rivals. The strategic
move by the firm signals to the rivals that the fim has additional excess capacity to
cut prices down further,

Furthermore, predatory pricing can only be used as a short-term strategy and
unsustainable In the long run. A predatory pricing may trigger a price war that may
lead to suboptimal outcome for all firms in the industry. In addition, when a firm uses
predatory pricing, it may hurt the brand image of the firn as it may cause consumers
to perceive the product as cheap or poor quality. Such low prices tend to attract only
bargain hunters or those with weak customer loyalty, and does very little to establish
customer loyalty in the long run.

i. PriceWars

A price war is a situation whereby suppliers attempt to undercut one another’s prices
in an attempt to achleve a greater share of the market. This arises when there is
excess capacity in the industry. As such, price wars are likely to be initiated by firms with
the largest minimum efficient scale (Oligopolies). When a firm initiates a price war, it
expects the rivals to drop their prices as well. On the other hand, in predatory pricing, the
predator aims to deter entry and drive out rivals, conjecturing that the victims will be
unable to match the low prices offered by the predator and exit the market. However, in
price wars, the issue is about who emerges as the winner and is not simply about
offering low prices. The price-cutting is part of a strategic plan by the firm and the goal
is not to cede their consumers to their competitors. For example, price wars are
common between Amazon and Walmart, where they wage online price war across all
product types, including books, electronics and toys. This is also common in markets for
low-cost airline and supermarkets.

price wars are harmful and unsustainable in the long run. Undercutting
rivals is unsustainable as firms need to make at least normal profit in the long run to
survive in the industry. If persisted for a long time, price wars may force fims o charge
a price below the average cost of production, resulting in subnormal profits and forcing
them to exit the industry. Price cuts does not necessarily lead to higher revenues for
firms and depends heavily on the reactions of the rivals in response to the price
cut of the firm that initiated the price war. For example, in a grocery price war with Tesco
and Morrisons, Asda's profits declined significantly. Furthermore, lower profit margin also
reduces the ability of firms to spend on expansion and R&D that can potentially bolster
future profitability.

ii. Limit Pricing

Limit pricing is a pricing strategy used by the incumbent firm(s) to deter entry of new
firms by setting a price below the profit maximizing price but above the competitive
level. Incumbent firms can engage in limit pricing as they are able to draw on past profits
to survive. Furthermore, these incumbents also enjoy significantly lower average cost of
production compared to the new entrant who are not able to fully exploit the internal
economies of scale upon entering.
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imit pricing is a short run departure from profit-maximisation. In other words, the

s willing to sacrifice profits in the short run to prevent entry. In Figure 17b, when the
firm Idec ides to sacrifice some short-term profits by pricing lower at P, and sell a higher
firm + at Qz, it increases its market share. Total profit at Q2 is, however, lower than at
out%‘: p,, the entrant's unit cost of production is also likely to be higher than the price
Q. od b)', the incumbent since it will start on a smaller scale of production and is unable

r loit any internal economies of scale. As a result, potential entrants may decide that
the risks of entering the industry are too high. This is because they may make a sizeable
loss and might not have the resources to sustain those losses until they can reach a
competitive level of average cost through scale economies.

However, a large and established firm may be willing to enter a new product market
for the purpose of diversification even if it Is unprofitable in the short run. These
firms may not fully be able to exploit internal economies of scale because of the low
customer base it has. Nonetheless, they are still able to enter a new product market
pecause they are able to cross subsidise and absorb the losses using the profits
generated in other markets. For example, Google entered the market for mobile phones
— despite no experience and successfully launched its Google Pixel phones. Similarly,
Amazon launched its Amazon Fire Tablet despite the presence of key industry players
such as Apple and Samsung. Hence, the strategy is ineffective if the potential entrants
have the capacity to absorb the losses and likely to be more effective in industries with
high sunk costs (exist costs) such as in the transport services, telecommunication
services, and airline manufacturing industry. In these industries, the incumbents have
first mover advantage and may successfully be able to prevent entry of new firms to retain
their market share.

6.2 Non-Price Strategies
Non-price strategies include non-price competition which is a marketing strategy that

involves creating differences in a firm's brand and quality of products, rather than
lowering prices.

Depending on the market structure, these strategies may be executed differently.

Refer to Section 6.3
on Growth Strategles
- Diversification for
more details.
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6.2.1 Marketing
* Advertisement

Advertising helps customers in their decision making process as it reduces th

: elrs
cost for the product they are looking for. In these circumstances, the advenisemenet::r:
exiremely useful and are a low cost way of Il the informatio necessary to

facilitate a buy to the customer. However, advertising can also be

¥ persuasive in nat
intended to change consumers’ behavior by acting as a nudge. iy

Nudging is the process of designing choices in ways that will appeal to the co

. $_o 3 . nsum
tl}e whole process of making the decision is easier for them by tapping on their é&z
biases correctly. As a resut, fims are able to increase the demand and reduce the
degree of substitutability [shift AR and MR to the right & and make them stee

fs products, and help it to Increase its revenue by creating per] for
rou ol perceived differences

through advertising. These differences jnform, o

purchase the products. persuade and convince consumers to

In the case of advertisements, fims may stress the specific qual
cham_:torlstlcs of their products over its rivals. This is commn wh:n ﬁ:g\? u:;
advertisements to create a successful brand by tapping on individuals’ saliency bias
- which refers to the n focus on information that is more prominen
Mmhmbut a ieces of information. As consumers
we are less inclined to spend our money on products/brands that we do not notice anci
we always remember the first impression an advertisement makes on us instead of
lhe_ number of times the ads run. If a specific quality or characteristic of a product is not
stnking. human brain tends to blend it into the background. Hence, fims use
advertisements to create cognitive ease by using salience, making it simpler for
consumers to process information and make decisions.

For example, when Apple promoted its smartwatch, Tim Cook decided to highlight that
the product will “tap you out of your laziness" and remind “you to get up and move since
sitting is the new cancer. They focused on the product functionality that would appeal
to the consumers such as how it delivers breakthrough wellness and fitness capabilities.
As such, even if there are other similar products in the market providing similar
functionality, consumers will be more inclined to purchase Apple Watch as the differences
in its fitness capabilities may not be perceptible to the naked eyes. Similarly, Google
focused on the salient features that makes the Google's Pixel 4 unique compared to its
rivals. The ads focused on the camera quality, the secure payment system with Google
Pay, Google Al, etc. As such, by focusing on the most salient features of a product
fis can increase the demand and reduce the degree of substitutability of its
products through advertising since human behavior is heavily influenced by the most
compelling or unique aspect of a product.

Furthermore, a successful and consistent advertising creates brands that consumers
aspire to own or shorten the search process for consumers looking for consistency of
quality (brand loyalty). As a result, consumers will perceive the cost of switching to the
rivals’ products to be higher as the strong branding creates a loyalty that “locks
In" existing customers. Hence, firms are able to effectively retain their consumer base

and keep the demand for their products relatively more price inelastic to eam a stable
stream of revenue.

e Promotions

Time bound promotions or limited time deals offered by supermarkets and fast food
outlets like Tesco, NTUC Fair Price, and Mc Donald’s are marketing strategies that
target consumers’ aversion to loss. Individuals are negatively affected when they are
faced with the prospect of losing something permanently, including items on
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ilable only for a limited time, as they feel they are missing on an
s of re avaers are more motivated by the prospects of lc_»sses than the

tion= consui‘“t o face of uncertainty. Hence, they will take decisions to avoid
Ppponuﬂo gains irlthat they value more than any form of gains because of their
is% ny klntli_| ence, 10 avoid the perceived lpsses_ by not participating in such

sS. d ,r',mgate the negative emotions, it leads to consumers buying

nal events o ecessarily want or need to consume more than once; example
romotlo ey Bdo ner and McGriddles. Such promotional events increase the demand
u

hems that t::ty targeting consumers’ aversion to loss.
rosPf L revenue by 183

gnd he"*°

1&
B
s

. houses suchas DC Comics,_ Pararpount Picturqs Studio and Wamer
2ary, P ol erate @ high demand for their movies by releasing new instaliments
gimil2 re'a!ﬂe to get?\ ° *sequels and prequels” by targeting the moviegoers’ aversion
Bros ahns through them into the sunk cost fallacy. Consumers will always watch the
of b9 that leads uchas Spider-Man: No way Home and Harry Potter and the Deathly
t0 1058 Ui I tsbecaus o they have watched the previous instaliments of these ites.
_part2jus at these movies are not as good as the first film and yet they still

reaeqzd and sit through the entire show just because they have invested

wvel,
Hoe watch the{’; watch the previous instaliments.
and

money

o) Q Q Quantity

Referring to Figure 18, if fims are successful in using advertising and promotions to
target consumers' cognitive biases, it will increase the demand and makes it relatively
price inelastic by reducing the degree of substitutability of their products, shifting the AR
curve from AR1 to ARz. Correspondingly, this also shifts the MR curve from MR1 to MRz.
The firm profit maximizes where MC=MR. This means the new profit maximizing price
and output is now OP2 and OQz, instead of OP1 and 0OQ1 previously. This increases
profits for the firm — where previously normal profits were earned, the firm is now earning
supemormal profits of area P2ABC.
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Monopolistic Competition (MPC): MPC firms do not eam supemormal profits in the
long run due to the absence of barriers to entry. Thus, advertising and promotion for the
MPC firm is usually smaller in scale. This might entall distribution of flyers and brochures
or having banners or signs near stores, train or bus stations to direct customers to their
stores. MPC firms may also change or refresh the packaging of their product so that it
appeals better to consumers.

Oligopoly and Monopoly: Advertising is an important feature of an oligopolistic and
monopolistic market structure. In oligopolistic markets, there are few key competitors.
Advertisement helps the customers in their decision making process when there are not
many products to choose from or the consumers have little time to search thoroughly on
the limited options they have before making a decision. In these circumstances, the
advertisements are extremely useful and are a low cost way of bringing all the information
necessary to facilitate a buy to the customer. Therefore, it is beneficial for the customer
when they do not have to put in any effort on their part to obtain the right information.
Since oligopolists and monopolists are able to eam supemormal profits in the long run
due to the presence of barriers to entry, this means they have substantial funds to do
larger scale advertising campaigns. This might include TV advertising, social media
advertising and advertising in the print media (magazines, newspapers etc). They can
also run joint advertising campaigns, marketing their goods or service jointly with other
related firms (e.g. credit cards).

However, advertising is costly and may result In wastage of resources. If the cost of
advertising exceeds the revenue generated, the fims will see an overall fall in profits.
Moreover, the result of advertising can only be materialized in the long run as it takes
time to change consumers’ taste and preference and hence choices. As such, it
defers revenue generation. Furthermore, advertisements may not successful if firms tend
to focus heavily on the more prominent aspects of their brand and products since salience
can be a double-edged sword. Excessive advertising of the salient features of a product
may backfire and generate negative feedback from the consumers as they may not
find it useful at times, resulting in weak demand for the firm's product. Similarly, firms
may continue to spend heavily on advertising and promotions since they have
already committed to launching the product. Even if there is no material gain in
demand and revenue for the products, firms fall victim to the sunk cost fallacy. This leads

to only rising costs.

6.2.2 Product Differentiation

Production differentiation can take the form of real differentiation when physical changes

to the product itself is made by adding more features to the existing products and making

it different from the products provided by the rivals (quality, taste). On the other hand,

imaginary differentiation can take the form of repackaging and branding (as explained in

the previous section). Lastly, unrelated to the product/cost conditions - service
ffforentiation.

When firms differentiate their products, they are likely to keep in mind the most salient
features of their products to target the salience bias of customers to increase the
demand and hence their revenue. Brands like Apple, Netflix and Starbucks use salience
to shape their customers' decision. For example, Apple keeps their products clean and
simple to avoid confusing their customers with different options and information. They
focus on simple design to get 100% of the consumers’ attention. We always associate
the white minimal desian and a “bitten” apple with Apple products. Similarly, consumers
enjoy Netflix because of not only their huge content variety but also the way viewers can
navigate the content into seamless experience. Netflix has managed to establish itself

through the most salient feature, the content personalization algorithm and its opening
sound “ta-dum”.
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/wn's:r;;;;iency bias, firms like Apple and Netflix have continy o

targetind . espective product markets. Netflix has seen an increase in more
BZm nate '"bt::,;bers during the pandemic, increasing demand for its product and hg:::g
illion s;l tapping O consumers’ saliency bias using product differentiation.

_ ation also increases the opportunity cost of switchin low:
P coduct drﬁ%'fe:ﬂbsmutabmty of products sold by firms. It can also deegnbt);w dggeﬂr:g
the d09"°|° alty by consumers by convincing consumers that the product is different
M&%d by the rivals. Furthermore, service differentiation concentrated on
from those ing the relationships with cl_lst?mers who make regular purchases has an
strengmf eeping customers from defecting®. For example, firms like Tesco and NTUC
offect of Jse the loyalty schemes such as Tesco's Club Card and NTUC rewards to
ty and lock In their customers with the reward programs. This is effective
ok customers’ perceptfons of switching cost, thus fostering customer retention
i mc,e?sh_ng may involve forgoing points, expending effort and time in signing up for a
sw,:;raim and leaming how to redeem rewards.
p "
can Increase switching barriers by offering attractive |

As @ resu'ih:t?;s as a “barier to entry” to other firms as customgrs may be un%f?ilrg
programs, ihe atemative providers such &s Giant or Waitrose. This is because
to switc re more motivated by the prospects of loss In the forms of points
umulated, familiarity, convenience and customer-firm relationship against the
;Cr:m ise of gains of better quality and cheaper products due to their aversion to
loss-

ch, consumers continue to patronize firms like Tesco and NTUC because they focus
As S:e amount of points they have already accumulated as they are Influenced by the
on tk cost fallacy. Such fallacies prevent consumers from making choices that are likely
sun ‘mize their present utility and not which negates the feeling of loss due to decisions
:gad mi"in the past. Such cognitive biases thus enable firms to employ strategies to
increase demand for their products and hence revenue.
However, it can be challenging fgr firms to differentiate their products to ensure that
the demand for their product is price inelastic. Once a firm reveals a new idea or include
a unique feature in its device, other manufacturers can also include similar features into
their devices. Thus, even if a firm can differentiate its products or services, the
uniqueness of its product may only be in the short run. This implies that firms have
to constantly innovate and differentiate their products, either by including unique features
or by differentiating their services to retain customers. The above strategies can also be
expensive, therefore, increasing the total costs incurred by firms.

6.2.3 Research and Development Leading to Product Innovation

Research and development (R&D) includes activities that companies undertake to
innovate and introduce new products and services. Product innovation involves
researching the market and the needs of customers and developing new products (such
as Fitbit or Amazon's Kindle) and jmproved products and services (such as an
improvement in the digital camera resolution of the iPhone 13) to meet these needs. This
may allow the firm to capture a larger share of the market and in turn increase its total
revenue and ceteris paribus, increase its profits, since it may be some time before
competitors can respond with a similarly improved product. The industrial, technological,
health care, and pharmaceutical sectors typically incur the highest degree of R&D
expenses. For instance, the success of major drug companies is almost wholly
dependent upon the discovery and development of new medicines.

Monopolistic Competition (MPC): In a monopolistic competitive market structure,
there is a limited degree and pace of innovation due to the lack of financial resources as
well as inability to retain the supemormal profits from the innovation because of the low

Diagrammatically,

i ik
differentiation can lead
to a rightward shift of
the AR and MR curves.

Spending more money
on these strategies
also leads o an
upward shift of the
firm's average fixed
cost and average total
cost curves,

Diagrammatically,
product innovation can
lead to a rightward shift
of the AR and MR
curves.

Spending more money
on R&D also leads to
an upward shift of the
fim's average fixed
cost and average total
cost curves,
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barviers to entry.

Oligopoly: The degree and pace of innovation is greater since oligopolies have financial
resources to conduct research that lowers unit cost of production and creates new/better

Quality products. The high barriers to entry also allows them to retain the su
profits from the lnnovat‘:gn. b it

Hence, the motivation Is strongest in oligopoly than monopolistic competitive and
monopoly. For example, introduction of new products into the market through product
innovation/R&D — Amazon tablet. No other company has made any material progress

against Apple's iPad but Amazon has managed to offer a very compelling product for th
lower-end of the market. e

However, the above strategies can be expensive, therefore, Increasing the total costs
incurred by firms. Many firms are susceptible to the sunk cost fallacy when making
decisions whether to continue investing in the R&D. Financlal resources spent on
engaging in developing a new product is Irrecoverable and may cost a firm greater
financial losses when the results of the R&D Is uncertain and takes a long time to
generate revenue. For example, when pharmaceutical companies like Pfizer invest
almost $1 billion on developing antifungal and antibacterial medicines, they are likely to
continue with more research until they can bring the medicines into the market
successfully and earn the revenue they forecasted. If the R&D is unsuccessful, a rational
firm is likely to weigh the marginal cost and marginal revenue in its decision whether to
continue with the R&D. However, some firms that engage in R&D like Pfizer are likely to

- - < Ore 3 .a RSO 2g 2 :ojo Q h Cl that may not
generate any revenue but lead to higher costs because their decisions are largely
Influenced by the sunk cost fallacy.

6.2.4 Cost-reducing strategies
Cost-reducing strategies can include the following:

¢ A fimn can reduce its varlable costs by sourcing for cheaper inputs. The fall in
its variable costs will lead to a fall in both its AC and MC. Ceteris paribus, its profit

maximising price will fall, its profit-maximising output leve! will increase, and its total
profits will increase.

« Afirmincreasing its scale of production can more fully exploit available internal
economles of scale (Refer to Section 2.4.3 of Part 1 and Section 6.3 on Growth
Strategies).

o Fimms can band together or set up jointly owned enterprises to source for raw
materials, allowing them to obtain many of the internal economies of scale enjoyed
by larger firms.

o Businesses in the same industry tend to cluster in together so that they can enjoy

economies of concentration which is a type of extemal economies of scale (Refer
to Section 2.4.4 of Part 1)

o R&D can also include activities to develop existing and new business processes
known as process innovation - include changes in the equipment and technology
used in manufacturing (including the sofiware used in product design and
development), improvement in the tools, techniques, and software solutions used to
help in supply chain and delivery system, changes in the tools used to sell and
maintain your good, as well as methods used for accounting and customer service.
Firms can automate certain aspect of production processes as well reduce the
use of office space to run their business operations to reduce the average and
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¢ of providing a service or a good, reflected by a downward shift of
jnal €05 inal cost. For example, pharmaceutical and medical device

m"rgg and ?a\r,% tumed to automation to cut costs, mainly because robots are

e
ave “tactu it % fa

nufact repeitive tasks up to 50% faster than cument manual processes,
:‘Je to wmﬁzcﬁ\?ﬂy and enabling highly skilled manufacturing, medical and

o undertake more valuable activities.

ion can be costly and hurt demand for goods and services that

yever 3:t3$art.;eller relationship, particularly ip the banking sector. Production

thrives '0:‘ nance of artificial intelligence anfi robotic automation can lead to huge

main eo they are very complex chhmes. Artificial Intelligence also consists

oosts s|2:d : re programs that require regular updates to meet the needs of the

of advan envioro"nl ment. In the case of critical failures, the procedure to reinstate the

onaﬂging ver lost codes may require enormous time and cost. Personal data

system aners Tmay be compromised and affect the demand for the banking services.

G:uc‘:nthe above strategies may not necessarily be effective in cutting costs and
hence profts:

ourcing various stages of production to a country that can

. "°'.f"tﬁ’a‘1"rfsp ective stage for the lowest cost also allows firms :;ylower their

produc costs, or at least mitigate the rise in costs possibly due to rising costs of

averageh and ' development, rentals and advertisement. For example, firms can

ren - ir customer support to countries like China and India to cut cost on labour

where wages aré significantly high. Similarly, American firms like CISCO, Ford

costs ress have offshored customer suppor, back-office, technical

sed

ro.;fshom thel

rican Exp : : :

a ':nm:erviceS. and have shifted their call center operations, and other business

suppP to India.

processes

ever, there will be difficulties in contr?lling the quality of services that end
up adversely affecting the demand for a fim & proc!uct. qu example, manufacturing
offshoring may not guarantee that a produgt is strictly b_unlt according to the parent
company’s standards and may affect quality of the finished product. Additionally,
cervices may be of poor quality due to communication barriers between American
consumers and those providing the services at the call centers in India. Outsourcing
can also Increase risks asso_ciated with data sensitivity and loss of
confidentiality to external parties. As 'such, the reduction in costs may be
insufficient/ minimal and ineffective in raising profitability. Furthermore, if the poor
quality of the product and services affects the demand, profits may fall further if the

total revenue falls more than the potential cost reductions.

6.3 Growth Strategies

Firms grow by producing more of its existing product or extending the range of its
products it sells. There are two types of growth. Internal growth occurs when the firm
grows within the framework of its existing management and control structure. External
growth, on the other hand, occurs through mergers and acquisitions. A merger occurs
when a firm combines with one or more existing firms to form an entirely new
enterprise or by buying over another firm. To obtain funds for growth, firms can (i)
reinvest profits (i) borrow from banks (i) initiate an Initial Public Offering (IPO) on the

stock exchange.
6.3.1 Mergers and Acquisitions

Mergers and acquisitions include horizontal integration, vertical integration and
conglomeration.

rizontal Inteqration
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Horizontal integration occurs when a firm combines with or takes over a similar firm
at the same stage of production to form a single entity. For example, merging of
different car companies, airlines or banks. The motive for horizontal integration could be
to lower its long run unit costs of production as It expands its scale of production
towards its minimum efficient scale. This is because when the number of fims
producing the same product merges to form a larger firm, the joint production capacity
might allow the “new” firm to be able to more fully exploit available internal economies
of scale such as technical, managerial, financial and research and development
economies of scale. (see Firms and Decisions | for detalled explanations).

The motive for horizontal integration could also be market share dominance. This is
because when the number of firms producing the same product merges to form a larger
firm, there Is clearly a reduction in competition and hence, it will enjoy an increase in
demand which increases its market share. It will also increase its market power which
makes its demand less price elastic, hence increasing Its ability to raise price over its
marginal costs of production, Ceteris paribus, this will lead to an Increase in its total
revenue and In turn its profits.

Yertical Integration

Vertical integration, on the other hand, occurs when a firm combines with or takes over
another firm at a different stage of production but in the same industry. In other
words, the company controls more than one stage of the supply chain. This is a form of
diversification that allows firms to achieve new sources of revenue and allows it to spread
its risks as losses incurred for one product can be offset by profits eamned from another.
As such, through vertical integration, firms are able to secure access to retail markets or
production inputs, enabling it to further benefit from reduced risks, increases sources of
revenue, and greater economies of scope.

+ Forward integration occurs where a firm moves Into succeeding stages of
production and gains ownership over other companies that were once customers.
Examples include breweries buying up pubs, iron miners that own “downstream”
activities such as stee! factories. A clothing manufacturer that opens its own retail
locations to sell product is also an example of forward integration.

The main objective of forward integration is to lower uncertainty with regards to
access to markets, hence improving supply chain coordination. Forward
integration enables the fim to have more control over the way the product is
presented and distributed, and at what prices it Is sold in the market. Control is
crucial for companies that operate in industries that lack qualified distributors which
can adversely affect the demand for its product and in turn its revenue and
profits. Or in situations where distributors charge significant costs, forward
integration will remove the cost paid to distributors and thus lead to higher
profits. The control over distribution channels ensures the strategic independence
of a company from third parties.

e Vertical integration may allow a company to set itself apart from its competitors. For
example, a company that manufacturers electronics could establish itself as a
retailer, providing an experience for its customers that its competitors cannot.

For example, when Apple opened its first retail store in 2001, it was able to cater to
customers in a way that Microsoft could not Similarly, AT&T cumently uses
OneWeb's low Earth orbit satellites to extend high-speed broadband services to
areas outside its fiber footprint in the US. Such mergers have helped to increase the
demand for the firms’ products and in tum its revenue and profits.

The most obvious route so far is diversifying away from the traditional product

space and venturing into new markets can offset some of the loss in revenue
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ditional product space by creating new revenue

S Stre
from "(:e level of competition, and to a larger degree, in certain p:o"c'h:; g:voeface a

rise in

gl integration also results in lower costs. The types of costs

:l:dﬁl:i: d or removed In a forward vertlcal_ integration include transporttg?igncacgs?:
) action coSts. and business-to-business marketing costs, By removing

f,'i';mbutofs» in other words, cutting out the middlemen that would typically be paid':g

gell a company’s products, costs il be lowered, and overallproftabiity improved.

integration occurs where one firm merges with
. B‘m, p:':vlouslearller stage of production, lh?i is, busi:e?eos“;rt::':zrl&v:f"::
ll:' oply chain takes on activities “upstream”. This means that the firm tries to increase
s rship over companies that were once its suppliers. For example, oil refineries
buying up oil wells. Another example is Amazon, which expanded from an online
D gier of books to become a publisher with its Kindle platform, Amazon also owns
e reho uses and parts of its distribution channel.
main objective is tp lower uncertaln_ty with regards to securin fa
r:duction and hence, improve supply chain coordination. This meansgthatc:l?ersﬁn‘:
is able to gain greater control over the quantity and quality of scarce factors of
uction. Having greater control over th_e quality of raw materials is important
pecause it determines the final product’s quality and in tum its demand and revenue,
g early days °f the aut_omoblle business, Ford Motor Company created
subsidiaries that provided key inputs to vehicles such as rubber, glass, and metal.
This approach ensured that Ford would not be hurt by suppliers providing
materials of inferior quality which can lead to a fall in demand and in turn its
venue and profits, or by suppliers holding out for higher prices which can

{:ad to higher costs of product and in turn a fall in its profits.

ackward integration may also have the aim of entry deterrence, restricting the
gvailab“ity of st_Jpplue_s of critical factors of.production to a potential competitorg. For
instance, a retailer might buy a manufacturing company, for instance, to gain access
to proprietary tef:hnquQY- patents or resources only available in the firm's local area.
Keeping potential rivals out of the market helps to prevent the demand for its
product and in turn its revenue and profits from falling.

By producing the factor input dirgct!y, a retailer can experience a reduction in its
costs and in tumn its p(o.ﬁts. T:hls is because suppliers will sell their products to
retailers at profit maximizing price. However, if a retailer can circumvent suppliers
such as these, it is able to acquire these factors of production at cost price and
therefore reduce overall costs. This is especially important if its suppliers have a lot
of market power and can push up the prices of its factors of production above its MC.
Backward integration can also prevent slowdown in production caused by
negotiations or other aspects external to the company. Ceteris paribus, its profits will
increase.

However, mergers and acquisitions can result in diseconomies of scale if the merged
entity becomes too large. Management decisions may become more complex and
time-inconsistent. The merged fim may become less responsive to changes in
market conditions since decision-making has to go through several channels before a
final decision is made. The merged firm will also find it more difficult to monitor workers
and coordinate activities within a larger firm in comparison to a smaller fim as
managers will find it challenging to motivate workers, increasing the monitoring cost
as the firm may need to hire additional workers to do the task. As such, mergers and
acquisition may result in higher average cost and adversely affect firms' profitability.
Furthermore, the different companies may have different work culture and objective,
resulting in failed mergers and rising average cost.
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' ion between Amazon-Whole Foods resulted in losses
For example, Uia verical L'ﬁ’ﬂmf"w of values when running the firm. Amazon

el :?:n technonlzy?o run its business model and is highly impersonal. Meanwhile,

ervices. Such differences in values led to
Whole Foods Is driven by personalisec SEECCL or oy een Hewlett-Packard and

ubopt the merger. Sim 1
::ornpmb%mmedmne havlnr:?\fighly reputable products. Again, the revenue fr9m
the merged entity fell drastically because of the differences in the way the companies

wers run.

Diversification / Conglomeration
large firm but it consists of many smaller firms that is
o o uisitions. The newly formed conglomerate, known

ugh either mergers ices that are not directly

as the parent company, sells a variety of goods and serv
related to one another through its subsidiaries. Successful conglomerates include
include WhatsApp, Instagram, Facebook, PrivateCore, Oculus etc.),

Google, DeepMind and etc) and Johnson & Johnson (Janssen
Pharmaceuticals, A'veeno. LifeScan and etc). Amazon is the most prominent 21st century
conglomerate and was formed through mergers and acquisitions over many years. It has

multiple subsidiaries including Amazon Web Services (cloud computing), Zoox

(autonomous vehicles), Kuiper Systems (satellite Internet), Amazon Lab126 (computer

hardware R&D). The subsidiaries may run independently of one another but reports
to the parent company about their business activities.

One of the main reason for the formation of conglomerates is diversification which helps
to rtainty and risks (e.g. duetoa recession, which decreases demand for
certain products significantly). For example, if a farmer produces a whole range of
vegetable products, or even diversifies into livestock, then they are less subject to
adverse weather conditions and the unpredictability of the specific market. Insurance
companies also diversify to deal with uncertainty. When an insurance company offers
more of insurance (e.g. car, house, life, health insurance and so .on). this would
reduce the risk of having significant payout costs and in tum, decreases in profits due to

a single event.

conglomerates may face rising average cost due to the added Iayers'of
management and corporate culture issues similar to those faced b_y amerged entity.
Furthermore, the parent company may not have the necessary skills and expertise
to support the newly acquired subsidiaries. In other words, the pa.rgnt' company may
lack the tools to comprehend the business functionalities of its subsidiaries due to lack
of transparency and moral hazard issues associated with the large size of th'e
conglomerate. Although diversification through the formation of a conglomerate is
expected to reduce uncertainty and risks in times of business cycle fluctuations to
remain profitable, it may not necessarily be true. A conglomerate may continue to hold
on to its poor performing subsidiaries for the purpose of diversification. These
unprofitable subsidiaries may hurt the performance of its more profitable
subsidiaries. As a result, a conglomerate may fail as averages costs continues to
increase and average revenues decline, negatively affecting overall profitability of the

conglomerate.

6.3.2 Franchising

Franchising is one way for firms to grow internally. Franchising is the practice of selling
the right to use a firm's successful business model and brand for a prescribed period of
time. By having many franchisees, the firm can quickly expand or build “chain
stores”, while avoiding the risk of investing significant amounts of capital. By
proliferating its brand, the fim can also quickly build brand presence, reducing
search costs for consumers and increasing the revenue by collecting fees from
franchisees. The fim is also able to reap marketing economies, spreading significant
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. ing cost across the many franchisees, and bargaining for ;
ad"em%r:,ge good example of a franchise business is Mcmngaldsme&mxﬁm

:‘;‘;ﬁ}a ‘ts. Each franchisee license is valid for 20 years and renewable after that.

one of the main challenges facing a franchise like M . ,
ﬂﬂ%{f’é’e does not maintain the standard of quality an:D:::'f; So is u;i;at Ifisthe
frantood that it will negatively Impact the ‘reputation of the franchioe
like!™ nication with franchisees located globally ranchise.

may becom
commu e'r as well the high cost of training. The fran?hism als: fcazua:?l;n:‘e;

fram;msth may lack the freedom to operate independen
us truey ions and qommurouications' providgd by the franctzs: tehvee‘;\h;:zr:g:yrhr:
ies may be un5u_|table in certain locations becayse of cultural differences
pol the franchisees may not be profitable, as they have to make payment of

ore, e
Fu;:"’;lr:; that are significantly high even in times of low demand and revenue, In recent
L ed marketplace and facing

s, the franchise sector has become increasingly crowd
o8 cial distress.

6.4 Alternative Models on Pricing

rofit-maximising model assumes that all firms have perfect information i
;';fl P osts and revenue, including their own marginal costs and marginal tavaebr?t:‘ewl,tellsr
asserted that the real-world firms do not bother about the calculation of marginal revenue
2 ma rginal cost. They may not know the demand and marginal revenue curves faced
by them nor possess adequate information about their cost structure.

Attenative Pricing models include mark-up pricing and full cost-plus pricing.

Mark-up Pricing

rk-up pricing (otherwise k_nown as oost-plus pricing) is widely used in retailin
x: ret:ilef wants to lgnow with some certainty what the gross profit margin of eg'chwr;:‘;:
will be. For instance, in the UK, a standar_d retail mark-up is 2.4 times the cost the retailer
pays to its supplier. Hence, if the firm wishes to ensure that it makes 2.4 times its unit
cost of production, then if the cost of supplying the product is 10 pounds, the retailer will
look to sell it for 24 pounds. This is equal to a total mark-up of 14 pounds (that is, the
selling price of 24 pounds less the wholesale cost of 10 pounds). '

what types of c?sts will be cqnsidered by the firm? Under full cost plus pricing, the fim
seeks to set a price that takes into account all relevant costs of production?inclugding fixed
costs and variable costs and mark it up by a certain number of times the costs of
production.

An advantage of the above approaches is that the business will know that all its costs are
being covered.

6.5 Technological Disruptions

Disruptive technology is an innovation that considerably changes the way buyers
and sellers communicate, conduct transactions and firms operate. A disruptive
innovation replaces well-established systems, products or even habits because it has
attributes that are far superior. Social media, mobile, wearables, Intemet of Things, real-
time — are some of the technologies that are disrupting markets. Professor Clayton M.
Christensen, at the Harvard Business School, first coined the term “disruptive technology”
in his paper in 1995. Recent disruptive technology examples include blockchain, e-
commerce, and ride-sharing apps.

sets is prica and
output level Is at profit

maximising level where
MR=MC,
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In the face of disruptive technology, firms are undergoing digital transformation and
leverage digital technologies to adapt and Innoyate, trying out new ways of
delivering services. Such transformation focuses mainly on customer behaviour and is
not simply about technology, as it seeks to improve customer experiences and customer-
firm relationship.

6.5.1 Technological Disruption and its Impact on Profitability

Disruptive technology spurs new demand and encourages the creation of new
products. Disruptive technologies also led to the emergence of a larger number of
innovation and technological startups. One prominent example would be of the
Singapore-based ecommerce site Lazada. Among a rising trend of online retail startups,
Lazada is leading the Southeast Asian market with more than SGDS$1 billion yearly
revenue, whereby mobile terminals accounts for more than 60% of its transactions. As
the COVID-19 pandemic reshaped consumer behavior, online retailing saw a sudden
boom fueled by national lockdowns and increasing number of consumers avoiding
physical stores.

An acceleration In adoption of disruptive technologles, primarily in emerging
countries, can be driven by economic shocks such as the Covid-19. With such ease
of browsing for goods and services at one’s fingertips, use of disruptive technology can
help firms to Iincrease demand for thelr goods and services, increasing total
revenue and hence profits. Hence, consumers who have been exposed to online group
buying of agricuttural products, foods, online price comparison platforms, ride-hailing and
bike sharing services, are expected to increase their demand further. Furthermore,
disruptive technologies enables firms to differentiate their products and services
significantly, reducing the degree of substitutability of their products to that

provided by the rivals, hence increasing market their power and limiting competition.

For example, e-commerce platforms such as Shopee, Lazada and Amazon that have a
large numbers of users have expanded into e-payments, while online mobility platforms
have expanded into online delivery. Such opportunities will allow these incumbents to
acquire start-ups at the early stages, potentially limiting competition. Moreover, Big Data
analytics play a key role in helping firms optimise revenue strategies in a changing and
diverse global economy. Firms can use Big Data analysis to better cater to the diverse
cultural preferences and sensitivities to capitalise on the rapidly growing consumer
market.

Firms can also digitilize their operations to cut costs and use information and
communication technologies to enable remote work, supply chain management, and an
online relationship with clients (World Bank, 2020). Application of disruptive
technologles increase competitiveness of existing industries, like Radio frequency
identification (RFID), and the rise of e-commerce can be greatly beneficial to firms in
improving the efficiency of supply chains. Producers can tighten their supply chains
to avoid accumulating inventories and minimise their losses.

6.5.2 Risks to Adoption of Disruptive Technologies

Despite the potential that disruptive technology provides firms, it has its challenges. With
greater use of technologies to run business operations, the reliance of labour is
likely to decline. Hence, with rising unemployment and loss of income, the demand for
goods and services may also be adversely affected. Such loss in income my constraint
further adoption of disruptive technologies by firms to remain profitable.

Barriers to digital connectivity remain a challenge in many developing and emerging
countries, and it may slow the adoption of disruptive technologies. These barriers
include availability of affordable quality internet access and the level of digital skills in the
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ersecurity risks are likely to increase with the rise [
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ck by hackers wpo syphoned funds from its merchant 'aceounts
oompromiset_i using phishing techniques. Other online frauds have
These 27 e common in the banking sector, where hackers deceived account holders
gls0 b_eP" 0 sensitive information wljll_e ct_:ntro!nng their computers remotely. In 2020
into ggg‘g pank lost a total of $13.7 million in phishing frauds. '
653 pisruptive Technologies and Competition & Contestability

4 : e technology, smaller firms that have fewer resources to en

foutg';:g's:ents of the market tha? han be;en neglected by the main lr::;:t:cy’
target 557, wing it to compete. Disruptive innovation also reduces exit costs
R"'iﬁz}my for potential entrant that no longer need to spend significantly on the set-up
sign to sel their goods and services. lfor example, with the increase in demand for
; rant-quality meals delivered to one’s home, there is an emergence of delivery only
: tauns as “cloud kutcheps or ghost kitchens®. These are food preparation
kItChraet S s with 10 waiters, no dining room and no parking lot. In other words, these
o-p:h e have no physical presence at all. With minimal entry and exist costs,
kit e technologies have increased contestability in the F&B industry. Currently,
disrup t 7,500 cloud kitchens now operating in China and 3,500 in India. '

isruptive technology removes barriers to entry and lowers entry c
Hence, disrup the position of qstabllshed players and giving ne\:fy firr?lsst:::t:c:
a result, with the use of disruptive technology, markets are likely to become
- #ve and to a certain degree contestable, reducing the market power and
Pmroﬁtabimy of big firms such as Amazon and Lazada.
nwhile, firms that are slow to respond to disruptive technology or leverage on
::le:m likely to be phag.ed out over time. For example, Nokia invented itg first
smartphone in 1996 but failed to update its software to remain relevant by including apps
and ignored the changes that followed. Snfmla_ﬂy, Blackberry failed to respond to changing
ket rs' needs _and wants. ln. 2017, u_t exited the market for smartphone. Traditional
ution are also increasingly being driven out by digital distribution

television distrib A s
providers such as Netflix and Hulu with more people consumers opting for streaming

services.

Conclusion

derstood the objectives of firms, costs and revenue conditions and the nature
ures, it is also important to recognise that with each decision made by the
lways business risks and uncertainties associated with these decisions.
For example, a change in government regulation such as that which aims to liberalise the
market and remove barriers-to-entry, would mean great uncertainty for an existing firm
with large market power. Its decision-making process needs to account for the uncertainty
of the influx of rival firms. Business cycle volatility would also present firms with
unpredictable challenges related to demand for their products. Fims would have to
constantly engage in decision making processes and make changes to their business

strategies.

Having un
of market struct
fim, there are @

Refer to Appendix §
for the Case study of
the Banking and
Financial sector.
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Sectional Summary:
*  Firms undertake various strategies based on their objectives and
constraints.

s Price discrimination is undertaken by firms with market power to increase
their total revenue and profit.

* The strategies of firms also depend on the contestability of the market
which is the next section.

« Besides describing the strategies, it is important to assess them.
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744 Allocative Efficiency

o efficiency is the sltpatlon in which the_ society produces and consum
bin':zo n of goods and services that maximises rt_s welfare. It is achieved when ggdi
com vices wanted by the economy are produo_ed in the right quantities. Assuming the
and $ e sternalities and pub_hc goods, allocative efficiency is achieved when the price
psen d is equal to the marginal cost of producing that good.

a
of the 99°
Eigure 19: Perfectly Competitive Market
S8=3 MC

rfmmam;e/desir:«:bility of a market structure is assessed in terms of the impact on:

use the perfect competition model as a benchmark to introduce above

Price
4

\
f
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Pe =

DD = YMB
2 Quantity

Recall
concepts in the
previous

Note that
efficiency is 2

recurring lheme
in the study of

Condition for Allocative Efficiency: Price = Marginal Cost of Production

Figure 19 shows a rfectly com e!itive market. The equilibrium output OQ. and price
OP. are determined by the interaction between market demand and market supply. At

this market equilibrium price where quantity demanded equates quantity supplied,
allocative efficiency i.e. P=MC has been achieved. This is because:

At output OQu, price, which reflects the marginal benefit derived from consuming the
additional unit, is greater than marginal cost of producing the additional unit. This means
that society values the last unit of the good more than the opportunity cost of producing
that unit. Society will benefit if more units of the good were produced. This under-
production of the good by Q1Q. leads to a deadweight welfare loss of area abc - the
monetary value of all units under-produced causing MB>MC.
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At output 0Q, price (marginal benefit derived from consuming the additional unit) is less
than marginal cost of producing that additional unit. It means that society values the last
unit of the good less than the opportunity cost of producing that unit. Society will benefit
i fewer units of the good were produced. The over-production of the good by Q.Q; leads
again to a deadweight welfare loss of area bde - the monetary value of all units over-
produced causing MB<MC.

Allocative efficiency Is achieved only when Price = Marginal Cost of producing the
additional unit because the value that society piaces on the consumption of the last unit
of good is equal to the opportunity cost of producing it. This occurs at output OQe where
quantity demanded = quantity supplied.

At this output OQs, both consumer surplus (Psfb) and producer surplus (Psbg) have been
maximised. Sinca their welfare has been optimised, there has been an efficient allocation
of resources, assuming no extemalities and other sources of market failure.

The concept of extemalities and other sources of market failure will be explored in the
next topic. From a broader perspective, allocative efficiency is achieved when Marginal
Social Benefit equals to Marginal Social Costs.

C tive Efficien

Prk:leevenuelCost
Price Taker - PC Firm

LRMC

DD=AR=MR

]
]
]
! N
o Q Output

As shown in Figure 20, the perfectly competitive firm is a price-taker, hence its demand
is perfectly price elastic. This means that Price=AR=MR, and that the firm can sell as
many goods as they want at the prevailing price level P.

As such, at the profit-maximising output level Q where MR=MC and MC is rising, the price
P is also equal to the marginal cost. This means the perfectly competitive firm is
allocatively efficient.

7.1.2 Productive Efficlency
Productive efficiency is achieved when all resources are fully and efficiently utilized. Itis

defined as the production of goods and services at the lowest possible average cost of
production.
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un average ?ﬁ.c';:m Scale (MES). Al internal economies of scale have been exploited.
jnimum pective, only the minimum point of the LRAC curve is productively

society’s Pers

int of view: From the firm's perspective, all points on the long run average cost

FIrm's pod ot just at MES) are productively efficient as all points on the LRAC curve
rve (an ine ibl I _of producing each given level of output.

represent when the firm is operating at a point above its LRAC curve, it is X-inefficient.
""e,'::l,‘:{eans it is productively inefficient from its own perspective.

That@

- rated in Figure 20, the firm in perfect competition would have attained productive
As illus n long fun equilibrium as it is operating at its minimum efficient scale - its lowest

efficiency i S is the scale of the plant where the LRAC has stopped falling and the

ng;g;ﬁyhﬁploited all its intemal economies of scale).

firm

ible explanation is that being a price taker, the firm has to be as cost-efficient as

e %‘I’:?n order to maximise profits. With only long run nomal profits (i.e. zero economic
i ithaswope,.ateata.pcnnton the I..RAC curve. If it operates at a point above the

LRAC)":U"VG' + will be making losses, and will have to leave the industry in the long run.

xplained in the earlier paragraph, since the PC firm produces at its minimum long
ﬁ\us;' ea 5erag e cost (at its MES), hence, it is productively efficient from society’s point of

view as well.
7.4.3 Dynamic Efficiency

namic efficiency could be defined as the situation where firms are technologically

ressive [through investlr_\g iq research and development (R&D) for the purpose of

product and process innovation] in order to reduce the average cost of production and /
or to meet the changing wants and needs of consumers over time.

With R&D and innovation, there can be an improvement in the level of technology
resulting in more and better guallty output (product innovation). It also brings about new
products and/or new production methods to reduce average costs (process innovation).
Thus it can lead to a fall in unit cost at every level of output as well as expand the product
range of the firm. Hence, society’s welfare can be increased with a wider range of better
quality products, as well as increased quantities consumed.

However, do note that R&D involves uncertainty as it explores the unknown and untried.
Not all investment in R&D leads to innovation.

The Perfectly Competitive Firm Does Not Achieve Dynamic Efficiency

In perfect competition, there is lack of dynamic efficiency as there is no incentive or ability
for research and development due to the following reasons:

Study Tip

competition model as
a benchmark when
assessing the relative
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© Assumption of perfect information. This means that innovations are quickly
replicated by competitor firms or new firms. This discourages research and
development as the innovating firm will not be able to reap the fruits of its
innovations.

o Long-fun normal profits, This greatly limits the perfectly competitive firm's ability
to undertake research and development which creates innovation. Research and
development expenditure is often very high e.g. the biomedical industry where

purchase of expensive equipment and employment of research scientists are
needed to facilitate R & D.

© Assumption of homogenous products makes innovation to improving quality of
product an irrelevant discussion.

714 Equity

Equity includes faimess in distribution in wealth, income, opportunities, and profits. The
idea of equitable distribution is a normative one as it involves value judgment. For
example, equity can be interpreted to be

- equality of distribution
- distribution based on need

The type of market structure can deeply affect distribution of wealth, income and profits.
Hence, It is important to consider the effects of market structure on equity.

The Perfectly Competitive Firm Achleves Equity

Perfectly competitive markets tend to spread opportunities and wealth widely and more
evenly. Without barriers to entry, profits are spread amongst many small firms. In the
case of a monopoly, due to the very high barriers to entry, the monopolist is able to earn
and retain large supemormal profits. In addition, consumer surplus is maximised at the
equilibrium price as P=MC. This is unlike a monopoly or in oligopolies where consumers
suffer due to exploitative pricing.

7.4.5 Consumer Choice
Many societies deem it desirable that consumers should be given the freedom to choose

from a variety of goods and services, as well as to purchase similar goods from different
producers.

Again, different market structures affect the choices that are available to consumers.
The Perf etitive Firm Does Not Achieve C e for Consumers

Perfectly competitive markets do not offer consumers choices in terms of product variety
given that goods are homogeneous.
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Figure 21

Price Setter — Firm in Imperfect Competition

Price/Revenue/Cost

mMC

DD=AR
Outp?tr

(o) 6b'

in imperfect comp_etition, ig has a downward-sloping demand
::’naisﬁ :npﬁce-§eﬂef. meaning that it has to lower the price gf every sirc:;lr:eug?ti: ;:)v:g
o Ltwas preVlOU?'Y §ell|ng ata hlgl)er price, in order to sell one additional unit of good
Hence its AR orprice is greate_r than its MR. As such, ?t the profit-maximising output Ievei
D where MR=MC, th? price Pis gre_a\tgr than the margun_al cost, thus the firm is allocatively
efficient. This applies to all firms in imperfect competition.
society’s point of view, the imperfect has under-produced by Q'Q. F '

rom ' 3:9 benefit to society from consuming an additional):mit of tt?er Zmuir:tgurr;gg;
Ban the opportunty cost of producing it. Society will be better off if additional units of the
good were produced. The amount of the welfare loss to society arising from the under-
prod uction of the good is represented by area BCD. This is also known as deadweight

welfare loss.
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How does the degree of market power affect the degree of allocative
Inefficiency?
Elgure 213 Eigure 21b
Firm with greater market power, e.g. Firm with less market power, e.g. in MPC
monopoly or oligopoly
Price/Revenue/Cost Price/Revenue/Cost

t t
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Comparatively speaking across the market structures, the greater the price-setting ability,
the less price elastic the demand curve of the firm and in tum the steeper its AR curve.
Thus the extent to which price exceeds its own MC will be greater. In this regard, the fim
in monopolistic competition has a relatively more price elastic demand than the monopoly
or oligopoly (that is, a gentler AR curve compared to the monapoly) because of the
presence of many rivals offering close substitutes under monopolistic competition but the

monopoly has no close substitutes.

With reference to the above figures, while the firm with less market power (think bubble
tea shops operating in MPC) (Figure 21a) is allocatively inefficient, the extent is much
less when compared to a firm with a larger degree of market power (think telcos operating
in an oligopoly) (Figure 21b). This is shown by the degree to which price exceeds
marginal cost, or also known as the mark-up, which is larger in an oligopoly. The
inefficiency may be worsened i firms with large market power in an oligopoly engage in
anti-competitive behavior by colluding, as they are essentially acting like a monopoly.
Consumers are also worse-off with a firm that has greater market power due to the higher
price paid.
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Fim's point of view
in monopolistic competition are productively efficient fr ;
F'""sh'gve to operate ata pqlnt on the _LRAC curve dueto u?;?rﬁhelr own
;helen’; X-inefficient blt'i cf'::erat;_ng. attzia pc;mt above the LRAC
firms would face elimination from the industry. This ic eirm; .
z::' :’Zet:;n where the only way to maximise profits isutyo beus 'S Similar to firms in perfect

soclety’s point of view

& monopolistically competitive firm, productive inefficiency from <cciars. - .
zzwgﬁses e they are not producing at the minimum po%t ofr:;w:ic&%s ip:'?rt]: f
are operating with excess capacity. Each firm only has a small market sh s g
i NIl enough - su‘.’pm producing at MES, thus at proﬁt-maximising quantity Q
the firm is yet to exploit allntemal economies of scale available to (do note that a profit-
maximising firm has no reason to aim to produce at MES). However, given the presence;
of many substitutes and hence relatively price elastic demang Curve, it does not miss
MES and productive efficiency by much.
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Qligopoly and monopoly
Elgure 22b: Price Setter — Monopoly or Oligopoly
Price/Revenue/Cost

DD=

o Output
Firm's point of view
Monopolies and oligopolies, on the other hand, can afford to be X-inefficient (productively
inefficient from firm's point of view) — .e. operating at a point above the LRAC curve. For
instance. the firm could be incurring an average cost above point C in Figure 22b. This is
because they can retain supemormal profits into the long run due to the presence of
complete or high barriers to entry, thus allowing them to continue to exist in the industry

even without minimising costs. However, X-inefficiency represents a wastage of
resources to society.

Soclety's point of view

In spite of their inefficiencies, in the case of monopolies or oligopolies (few dominant firms
in the market), the output of each firm may be sufficiently large for it to reap significant
internal economies of scale than would be the case had production been carried out by
many small firms in the economy. It is thus possible for unit cost to be lower in a
monopolistic or oligopolistic market than a perfectly competitive one because of large
scale production as shown, and the firm is more productively efficient from society’s point
of view as It is producing closer to the MES.

Wasteful duplication of resources

In some situations, competition may also produce wasteful duplication. Lipsey gives the
example of a Cup Final on TV. Suppose 80% of the population wanted to see the game
whilst the remaining 20% preferred to watch opera. If there were two competing stations,
both stations would want to screen the football game. A two-channel monopoly, however,
would screen the match on one channel and the opera on the other. Hence, a monopoly
reduces wasteful competition in this case.

v in oligopolies

In a bid to differentiate their products and services, such firms engage in large-scale
advertising. This spending can be viewed as wasteful because the resources expended
could have been used to produce more goods and services or improve their quality. Like
the firm in an oligopoly, firms in monopolistic competition often advertise, albeit to a
smaller scale, in order to differentiate their products and increase market share.
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2. in dynamic efficiency depends on their willingness and ability to
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hich in hly competitive markets often engage in innovation to improve the
Firms in higugts to eam higher profits in the short run. In other words, it is
muaa ity of m:‘ir ng world that competition is often the 'key driver’ of innovation, Such an
que ed inthe

obser is especially acute in competitive oligopolies and to some extent, in
obsef"aﬁ:t?c competition.
monoP N

i
willing to differentiate their products to make them less substitutable as
pC fims are urce of market power. However, MPC firms have limited ability to do
Mat is their on ,st‘; at innovation because the lw_l entry barriers mean only normal profits
;hoin spite of eff(’_rhis is because the technology is relatively easy to copy or replicate in
inthe long FUN- ©_ 1 wing for the entrance of new firms. The normal profits earnt limit
nuch industries, & nnovate through huge investment in R&D which tends to require
tsheir ability to Il outlay for research facilities. Hence, firms in monopolistic competition
significant €3 ltaemphasise superficial product differentiation such as making minor
tend to M re roduct, improving on packaging and design as well as improving the
es to Suecep or even ambience. These tend to incur relatively lower costs.
quality of s

Qligopoly and monoooly.

. n-opolies and monopolies enjoy having barriers to entry to the market and
Firms in ol ophave long-run supernormal profits, giving them the ability to engage in
hence tend to the presence of barriers to entry allows such firms to retain supernormal

&D. In aqdmof':ém innovation, giving them the willingness to do so. Note that such R&D
pl'Oﬁts'del'Wed can act as a further barrier to entry to new firms as potential entrants now
spending alsoﬁx ed cost. For oligopolies, existing competition amongst the few dominant
face a higher them to invest in R&D to differentiate their products from those of their
fims ind‘_’oef serves to reduce their fear of rivals’ reactions to their pricing strategies.
Loy .I;::z:osl.‘i:tic firms might be even more willing than monopolies to innovate.

Thus, 0

; i achieve dynamic efficiency as a lack of intense
By extension. : hT%n:::;Srts rt:;agntr:stmay result i!rll complacency. Innovation involves risk
e ibgity of failure, thus monopolist might not be willing to do so since it is
because o e superormal profits even without R&D (a similar argument ,apph_es. to
alread_y ealr_n |ggolies) Lastly, innovation may erode the value of a n_\onopotys'exnstlng
:,dol:jj:cwt: olggr Zxamﬁle, a telecommunications company such as Singtel offering new

streaming services may cannibalise its existing cable television product.
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7.24 Equity
Monopolisti "

Since new firms can easily enter and compete in a monopolistically competitive market,
only normal profits are made in the long run and shared by the many small firms in the
market. Hence, monopolistic competitive markets tend to spread opportunities and
wealth across the society and there is no sustained redistribution of income from
consumers to producers. While there is a loss of consumer surplus, the extent is not as
gr:;l as in a monopoly or oligopoly since there are many rival firms selling close
substitutes.

Qligopoly and monopoly

Firms with high market power like monopolies and oligopolies, on the other hand, tend to
exacerbate inequity in the economy &s supemommal profits are concentrated at the hands
of a select few monopolies which have the ability to block potential new entrants or a few
dominant producers at the expense of consumers who pay higher prices for a limited
quantity of goods. There is also a sustained redistribution of income from households to
firms because of the presence of supernormal profits.

Anti-competitive behavior in oligopolies such as collusion and the practice of price
discrimination by both monopolies and oligopolies often serve to further reduce consumer
surplus.

Nonetheless, it can also be argued that consumer surplus need not necessarily be
reduced especially when the monopoly enjoys substantial internal economies of scale,
assuming that the cost savings are passed on to consumers. Additionally, if such firms
with high market power are listed companies, supemormal profits find their way back to
households through distribution of dividends or rise in share prices.

7.2.5 Consumer Choice

For monopolies, consumers do not have a choice as to which variant of the product to
purchase given that the product of a monopolist is unique.

inthe case of MPC and oligopolies having differentiated products, consumers can choose
the firm from which they want to buy as there is product differentiation. Consumer
sovereignty, however, is enhanced under MPC because there are more firms for
consumers to choose to purchase from.

However, there is also a possibility where oligopolies tend to engage in product
proliferation whereby a firm produces a range of products that cater to the tastes and
preferences of consumers. For example, Procter & Gamble (P&G) - the number one
consumer products manufacturer in the world - has many lines of shampoo under its
name (Clairol, Head & Shoulders, Herbal Essences, Pantene, Vidal Sassoon). Its rival
Unilever, has Clear, Organics and Sunsilk among other lines. Through product
proliferation, P&G and Unilever attempt to cater to the varied needs of their consumers.

7.3 Theory of Contestable Markets (An Alternative Theory to
Market Structures)

The theory of contestable market argues that what is crucial in determining price and
output is not whether the size of the fims is small or big relative to the market, but whether
there is a real threat of competition.
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cosﬂlf:;ﬂ that if they are unsuct':essful in the industr;),t et;ea;: g:uztarﬁsbf:wus‘e
capital equipment elsewhere. For instance, a rival coach company may o r their
5 service ona route prgvlously_ operated by one company. If the new fim P;: up
curvive In this market, it can still use the coaches it has purchased for a diffe =
teora different purpose. The cost of coaches is not a sunk cost. Hence, ;ff S]m
ror tal equipment can be transferred to another market, the exit costs will be zerq
of ;elativew low and new firms will be more willing to take the risks of entry "

d, if the capital equipment can

oOn the other han _ not be transferred to

s would be the case, for example, with a power station, the ;osi,,;,'r,',',‘;,' ;sﬁi
with capital equipment that it cannot use. H_ence. the firm will be deterred froe
entering in the first place. The market in this case is not perfectly contestablm
and the established firm can continue to make supemormal profits >
ct information and the ability and/or the right of all suppliers to make use

e )
e best available production technology in the market.

of the
4 Low consumer loyalty which reduces the risks of entering the market.

c.

thus implies that the threat of firms entering the market wi
mﬁéh:;?ﬁm i i vty it will ensure that the
i

Figure 23: Pricing Under Contestability

P,ice/RevenueICOSt
*

P1

P2=C2 4
Ci

Key

Explain the factors

that determine the

market.

ofa

© Raffles Institution 100

Economics Department




Year 5 H2 Lecture Notes 2022
Firms and Decisions (Part 2)

Allocative efficiency

Regardiess of whether an industry is made up of a small number of firms or just one firm,
the firm/s may still behave competitively and price its product competitively as long as
the market is contestable. As a result, supernormal profits may not be that large, the firm
will price its product closer 1o making normal profits at P2 than maximising profits at price
Ps, L.e. practicing limit pricing. In Figure 23, when AC=AR or Pz=Cz, normal profits are
made, a retum sufficient to keep its factors of production in their present use.

Productive efficiency

If a market is contestable, inefficient firms (including monopolies) cannot survive. They
have to change their ways or leave the industry in the long run, and hence will seek to
produce as efficiently as possible, thus moving towards producing at a point on the LRAC
curve (productive efficiency from the firm's point of view).

Dynamic efficlency

The possibility of superormal profits attracts new entrants into the industry producing
new and competing products. This point was formalised by Joseph Schumpeter and his
concept of ‘Creative Destruction’. He argued that entry barriers are not a serious problem
in the very long run when the level of technology changes. Entry barriers are the very
stimulus to the creativity required to destroy the barriers. He argued that monopoly profit
is ‘the most powerful engine of progress and in particular, the long run expansion of total
output’, Thus, he claimed that “in this respect, perfect competition is not only impossible
but also inferior and has no title to being set up as a model.”

in the case of monopolies, with possible long run supernormal profits due to complete
bariers to entry and exit, a monopoly has the ability to invest in expensive R&D projects.
And it is likely to do so when it faces a credible threat from a potential entrant.

In summary, the failure to price competitively and be as cost-efficient as possible will tum

potential competition into actual competition due to ease of entry under contestable
markets.

Hit and run competition

Firms may engage in ‘hit and run’ tactics whereby they enter a market for a short period
when profits are high and then quickly withdraw.

For example, a small delivery company may set up a parcel delivery service, and rival
the national postal service at Christmas time to take advantage of the increased demand.
The fear of such competition may prevent the national postal service provider from
charging high prices in the first place.

Conclusion

The theory allows improvement on the simple monopoly theory that focuses only on the
existing structure of the industry and does not take into account the possibility of new
entrants. To some economists, the theory suggests a new way to encourage firms to act
like perfect competitors. Rather than direct interference in the decisions made by firms,
govemment efforts should perhaps be directed at making markets more contestable i.e.
lowering entry and exit costs. One such way is to grant more licenses to allow the entry
of new firms.

© RafMes institution 101
Econamics Department




/ Frms s
price piscrimination and the Public In W

4 Baneﬂts
s  oquity o consumers

? benefit
- can benefit consumers fro
giscrimination = &  from lower Inc
P atvel T ;ce wmse?s?o:énghom Price elastic n demandy woor 10 €0dto
the from relative oog .arged under price ! )consu,nem ™ be
penefil o to consume & 90 O SEVES which they could ohamr- " because New
8 not afford,

al
| services, law firms can practice thi
n the 169 riligtlisp 4 third-degree pri
o - M‘h:hﬁr?sebl:’;lui"ve bv;-'::twc;m ems”mefsal;eweer = discrimination and
wnsume ~n high-income consumers be consumers have a higl:leoe lh‘a n high-income
s nsumers than hi;ﬁma' feesas a pmp:,sx ?la ticity of
consumers. of income is

high®
ies might justify using thi .
prugs COmPanS e i 9 third-degree price discriminati
s.g uts & mft]at::rﬁ n:;sloue‘rz)o: i S imdm{nahonbysemng their
proportio” spent o much low ecause they can then selhe same g eoNS
¢ countries er prices. Profits made in one ma;(aeTe drugs to patients
may allow firms to

in poore’ = king activities/servi
_subsidiseé g 'services that
cr0sS have important social bensfis

. o discriminating producer is able to
me price-dis . to extract consu
1® nue and thus earm nl::gg& pir:f'gs. ceteris paribus, Highe:n::o:n‘;m'lis and add to ts
research and development whicrlr\]alz:: "ttéfrt society

S 10 product

re
. rofits are re-l
¥ t:esvee;fnent and cost reductions.

impro
dition, the higher profits might allow the producer to survi
Survive a recession

In ad
7.4.2 Costs

LesS equitable
ucer surplus increases at the expense of consu
there is @ 1058 of consumer surplus with price discrimin,:?i;: u’:;;lus, As illustrated earfier
the expenseé of consumers, and it worsens the sustained redi nce, producers benefit at
consumers to producers. istribution of income from
Unfair strategy to keep potential entrants out
.~a.discriminating monopolist uses its hi
gher profits to set u
p strategic barriers t
0

Th
keep out potential entrants.

© Raffies Institution
Economics Department 102



Year 5 H2 Lecture Notss 2022
Firms and Decisions (Part 2)

Sectional Summary:

*  Under perfect competition, production will be at the point where P = MC. This can
be argued to be optimal. Perfect competition can act as a spur to efficiency and
bring benefits to the consumer in terms of low costs and low prices.

*  Onthe other hand, perfectly competitive firms may be unwilling to invest in research
and development or may have insufficient funds to do so. They may also produce a
lack of variety of goods. Finally, perfect competition does not necessarily lead to a
fair distribution of income or guarantee an absence of harmful side-effects of
production.

* Monopolies may be against the public interest to the extent that they charge a higher
price relative to cost than do competitive firms; if they cause a less desirable
distribution of income; if a lack of competition removes the incentive to be efficient
and innovative; and if they exert undesirable political pressures on governments,

*  On the other hand, any economies of scale will in part be passed on to consumers
in lower prices, and the monopolist's high profits may be used for research and
development and investment, which in turn may lead to better products at possibly
lower prices.

*  Monopolistically competitive firms, because of excess capacity, may have higher
costs than perfectly competitive firms, but consumers may gain from a greater
diversity of products.

*  On other hand, monopolistically competitive firms may have fewer economies of
scale than monopolies and conduct less research and development, but the
competition may keep prices lower than under monopoly.

» Whether oligopoly behaviour is in the public interest depends on the particular
oligopoly and how competitive it is; whether the firms engage in extensive
advertising and of what type; whether product differentiation results in a wide range
of choice for the consumer; how much of the profits are ploughed back into research
and development; and how contestable the market is. Since these conditions vary
substantially from oligopoly to oligopoly, it is not quite possible to simply state how
well or how badly oligopoly in general serves the public interest.

» Potential competition may be as important as actual competition in determining a
firm's price and output strategy. The threat of this competition increases as entry
and exit costs to and from the industry diminish. If the entry and exit costs are zero,
the market is said to be perfectly contestable. Under such circumstances, an
existing monopolist will be forced to keep its profits down to the normal level if it is

to resist entry by new firms. Exit costs will be lower, the lower are the sunk costs of
the firm.

= The theory of contestable markets can provide a more realistic analysis of firms'
behaviour than theories based simply on the existing number of firms in the industry.

© Raffles Institution 103
Economics Department




Year 5 H2 Lecture Notes 2022
Firms and Decisions (Part 2)

Appendix 1: Mathematical Relationship Between TR, AR and MR

Table 1: Total, Average and Marginal Revenue for a Price-taking Firm

Quantity [ Price Total Average Marginal
Q) (P) Revenue Revenue Revenue
- (TR) (AR = TR/Q) (MR=ATR/ AQ)
1 $6 6 $6 "6
2 6 12 6 6
3 6 18 6 6
4 6 24 6 6
5 6 30 6 6

Table 2: Total, Average and Marginal Revenue for a Price Setter
(assume uniform pricing)

Quantity | Price Total Average Marginal
Q) (P) Revenue Revenue Revenue
5 (TR) (AR = TR/Q) (MR=ATR/ AQ)
1 $10 10 $10 $10
2 9 18 9 8
3 8 24 8 6
4 7 28 7 4
5 6 30 6 2

Appendix 2: Diagrammatic Analysis of the Price Leadership Model (Tacit
Collusion)

— According to figure below, the dominant firm sets the price that maximizes its
total profits — produces qopn and sells at price Pon. The followers (fringe firms)
behaves like a price taker and sells at the same price Ppy, similar to firms
operating in a perfectly competitive industry. The fringe firms produce gf at
price Ppn. The dominant firm will supply the rest of the output - (Q2 —qr) which
is equal to qon at the same price Pon.

Figure: Price Leadership Model

MCp =S

D
0 Q.F 01 olz QUGWU
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by by
Fringe Dominant
Fims Fm
@ "
However, there are problems associated with tacit collusion. Fringe firms (followers)
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might choose to go against the set price, triggering price wars and it usually occurs
when there is an excess demand for the product and the fringe firms have excess

capacity. Some firms may also set their own price if their products are sufficiently
differentiated.

dix 3: and Second D Price Discrimination
I First-degree / Perfect Price Discrimination

= |deally, a firm would like to charge a different price for each of its unit
sold. If it could, it would charge each customer the maximum price that
he is willing to pay for each unit. This is because the less price sensitive
(less price elastic in demand) consumers are, the more willing they are
to pay a higher price, and vice versa.

= The practice of charging each customer the maximum price that he is
willing to pay for each unit bought is called first degree price
discrimination or perfect price discrimination 1. Under such
circumstances, the firm is able to capture all consumer surplus, leaving
consumers with zero consumer surplus.

Figure: First Degree Price Discrimination

Price
a
B
P4
P2
Ps With 1% degree PD, the
P4 AC monopoly's demand (AR) curve
Ps becomes its new MR curve.
Pe I Hence with 1% degree PD, the
\d 1 P! profit-maximising output (where
1 ' | MR=MC) is 6 units.
EEERE
EEEEE
fiiad! AR = et
0123456 Quantity

* In the figure above, with first degree price discrimination, each unit is
sold based on the willingness to pay as indicated by P1 for the first unit,
P2 for the second unit and so on from the demand (AR) curve. Thus all
consumer surplus PeBA has been transferred to the monopoly.

* Since each consumer is charged exactly what he is willing to pay, the
MR or incremental revenue earned from each additional unit sold is
simply the price (AR) paid for that unit. Thus the MR curve is the
monopolist's demand curve.

= In practice, first degree price discrimination is almost never possible.
Firstly, it is usually impractical to charge each and every customer a
different price. Secondly, a customer will not, under normal
circumstances, reveal the maximum price that he is willing to pay for
each unit of the good.

1 We are assuming that each customer buys one unit of the good. If a customer bought more than
one unit_the firm will have to charge different prices for each of the units.
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cxamples of second-degree price discrimination include:

Quantity discounts: NTUC FairPrice charges cy
buy a bag of 4 apples but will charge custorng1ers wﬁéoxf':rfg’; when they
apple $0.80. This is because customers who buy larger QUa:tymjust one
product tend to have a higher price elasticity of demand than those \:: of a
smaller qu_antmes as more money is involved which means L 0 buy
apples is Ilkqu to form a larger proportion of income for tose whe t;re on
larger quantities than for those who buy in smaller quantities NTU{J in
however, cannot tell_ in ad\(a_nee who will buy the larger quantity H C~'
offers customers various pricing choices and allows the customers to zgg‘;-s:

among them.

Concert ticket pricing: The organizer of a concert does not ha
on the purchasing power or PED of potential customers.velggglwly'edtg:
organizer woulq llkq to pharge_ wealthier customers or die-had fans a h} he
rice due to their price inelastic demand. In order to get customers to re?/ea;
their PED, the organizer charges higher prices for seats in the zones that are
closer to the stage. The lower PED group would therefore select these
expensive tickets due to the perceived difference in concert experience
which might be superficial. The price sensitive group would select the
cheaper tickets although they arguably enjoy the same view.

Bundling of products: A form of promotional price adjustment that offers
discounted pricing when customers purchase several products at the same
time. As such, the products when sold in bundle will cost less than if they
were purchased individually. As marketing strategies become sophisticated
multiple intra -or inter- product purchases tend to be priced differently from
the simple sum of component prices - the bundle discount is utilized to entice
customers into buying multiple products from the same vendor. For example,
Microsoft Office is sold as a bundle of computer software, including Word,
Excel, and PowerPoint; Nintendo sold the most products when it offered a
bundle option—a video game console and a game sold together as one
package—coupled with an option to buy each piece individually.
Additionally, incumbents like Apple has recently launched its new
subscription bundle, known as the Apple One, that includes Apple Music,
Apple TV+, Apple Arcade, iCloud storage. This product offers three tiers of
bundled Apple services designed to increase demand for services that have
not seen growth in the recent years such as Apple TV+.

However, such pricing strategies can lead to cannibilisation of products that
can be bought outside of the bundle. For example, Apple can sell Apple TV+
and Apple Music together, but also separately. However, given that more
subscriptions of Apple TV+ can be sold through the bundle than on its own,
it leads to lower demand for the product when sold separately. Furthermare,
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if some products are not sold separately, some consumers may not be
incentivized to even buy the bundle since they are likely to feel that they are
“forced to buy more” than they really want or need to. Furthermore, bundling
may negatively affect the demand of the more popular products sold by the
firm if they are bundled with the less popular products, with a higher price
being charged for the more popular product than previously. As such,
consumers may be unwilling to spend more on the product that they were
previously purchasing at a higher price even if they are getting an *additional

ftem®.
z d ce Discriminatio
udy 1: : (Inter-tem rice Discrimination

Source: John Sloman

Is peak load pricing a form of price discrimination? Peak load pricing is where people are
charged more at times of peak demand and less at off-peak times. Take the case of a
holiday. If you look through the brochures, you will see that high season prices are often
considerably higher than low season prices. Other examples of peak load pricing include
air fares, prices in cinemas and restaurants (higher in the evenings).

Figure
Price/Revenue/Cost

&

Pposk leccea\uemam

Poft peak
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£

Y Qotpeak  Qposk Quantity

Peak load pricing can be considered a form of price discrimination because the reason
for the higher prices charged at peak times has partly to do with price elasticity of demand.
Demand is less price elastic at peak times. For example, many people will tend not to
watch the movies during the weekdays, considering that there is school or work the
following day.

But often the higher charges also have to do with higher marginal costs incurred at peak
times and, as such, are not true price discrimination. With various fixed factors (such as
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. Freemium Model

m model refers to a strategy used by ﬁm where they provide a
A freerﬂgg’ uct free of charge to the user. How_ever..r_fthe consumgr or usertmslﬁ ;e;;Ig:
ofa apd o onal features or 'advanced functionalities of the product. The freemium
ey sometimes, exploit network effect. As firms offer the free version of 3 product
strat likely 10 expand their consumer base. However, in order to generate revenue'

they awe freemium model, the firms have to gain enough of a network advantage to

succeed in the market

ricing strategy is dgsngned to nudge consumers to influence their d
imulate higher sales by deliberately manipulating how the products and ch?:’iz:da::
sres ented to the consumers. Its goal is to influence what consumers choose, either to
Pler them toward options that the marketer believes are good for them or simply to
stimulate purchases and increase sales_s. Therefpr_e, when firms employ the freemium
subscription model in running their busupesse‘sf. it increases the demand for the fim's
product and reduces the degree of substitutability of the product offered by these firms.
.« is a common strategy used by fims in online gaming and technol
mzs:ﬁes. In the last decade, the online gaming industry has grown rapidly. m?f;f:ﬁ
lay coupled with the in-game (tolgerg) purchase model (freemium model) has become
the dominant revenue model for this industry. For example, Google uses the ‘freemium'’
strategy for its services by providing the basic service or product free of charge, but
consumers will be charged for additional features, services that expand the functionality
of the free version of the_ product. Google One subscriptions will now include three free
months of Stadia Pro, whlcr_l allows users to stream and play video games on a variety of
i~0s. Amazon Prime is also another classic example of *habit driver’ where
consumers joined for free shipping and now consumers go to Amazon for every single

product out there.

Appendix 5: The Case of the Banking and Financial Sector

During the pandemic, the financial and banking sector transformed the way it delivered
its services. Bank leveraged on disruptive technology to remain profitable by introducing
digital options to provide services as well as digital assets. Leveraging on disruptive
technology allowed banks to retain or increase demand for their services and hence total
revenue. However, more importantly, it allowed banks to undertake branch consolidation
to cut costs and leverage on their digital channels for running business since consumer
behavior has changed deeply. Furthermore, banking processes that are repetitive are
being replaced by robotic automation and artificial intelligence, known as “smart
automation” or “intelligent automation®. With a fall in average and marginal costs and

SsuchaPp

Network effect refers
to any situation in
which the value of a
product or service
depends on the
number of buyers or
users who leverage
it Typically, the
greater the number of
buyers or users, the
greater the network
effect—and the
greater the value
created by the
offering. in other
words, the buyers'
willingness to pay
increases as the
number of buyers for
the product grows.
Refer to Page 28 for
Network Economies.
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in_crease in demand, firms could see significant rise in their profits by leveraging on
disruptive technology.

However, the banking industry face greater competition from other intermediaries,
increasingly digital, in their core business such as payment and advisory services.
Disruptive technologies have given rise to the FinTech sector, which is essentially the
use of innovative information and automation technology in financial services. As such,
digital technologies have a large impact in terms of increasing competition and
contestability in the banking industry, forcing older incumbents like POSB, Deutsche
Bank, Santander and Barclays to restructure the way they provide services to their
customers. Digital disruption provides opportunities to potential entrants and rivals
opportunity to improve efficiency with innovation, increasing pressure on the profit
margins of the incumbents. Incumbents that are still over reliant on overextended
branches, they will continue to lose their customers, in particular, the younger generations
who Iprefer to bank with their mobile phones, to those that have adapted well to the digital
revolution.
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Section A: Short Structured Questions

ich of the following is li .
1. mcmh:nth? owing is likely to be fixed costs or variable costs for a chocolate factory over the course

(a) The cost of cocoa.

(b) An advertising campaign for a new chocolate bar.

(c) The cost of electricity for running the mixing machines,
(d) Overtime pay.

(e) Wear and tear on wrapping machines.

(f) Interest on a mortgage for the factory: the rate of interest rises over the course of the month.

2. For each of the following examples,

(i) State if the economies of scale is intenal or external
(ii) Identify the type of internal/external economies of scale

(a) Supermarkets such as Sheng Siong have larger bargaining power with suppliers.

(b) Listed companies can finance their operations through public issue of shares.

(c) Pharmaceutical firms make use of the talent pool and R&D infrastructure at Biopolis.
(d) A wafer fab producer benefits from R&D findings by leading players in the industry.
(e) Retailers make use of large-scale IT network systems to keep track of inventory flow.
(f) Firms employ specialists to improve the efficiency of different stages of production.

3. Firm ABC is a textile company. Explain with the aid of diagrams, the possible impact of the scenarios
below on Firm ABC's cost curves (indicate whether ATC and/or MC have shifted and in what direction

and explain why).

(a) The government reduces its rental charges for SMEs such as Firm ABC.

(b) The government imposes a levy on foreign labour.
(c) Quotas on imports are relaxed, allowing cheaper imported textile to enter the country.
(d) The country experiences double-digit economic growth.
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Section B: Case Study Questions
Case Study 1; The Airfine industry
The data Is based on a scheduled flight between London and New York by British Alrways.
Table 1: Seating Capacity
No. of seats Ticket price (E
First Class - 18 2,000
Business Class 74 1,100
Economy Class 294 350
Table 2: Costs
. - E
Flight crew, salaries and expenses . 9,250
Aircraft fuel and oil , 11,882
p 9|920

Landing fees and navigation charges
10,820

Catering fees — 2 meals for the 8-hr fli ht
Payment for free gifts of comfort packs and drinks 5,050
Ground services including aircraft maintenance for the fiight, aircraft 17,200
cleaning and other airport facilities 3 : 4

neral administration, ; 68,350

Contribution to airline overheads, including ge
depreciation and interest payment to banks ™

Extract 1: British Airways-Qantas merger talks begin

British Airways confirmed that negotiations with Qantas for a merger were taking place in a brief statement,
after reports surfaced in Australia that a deal was in the pipeline.
the airlines would be able to slash operating costs by merging many of

and ticket sales. A pairing with the Australian carrier would
nd a 43 per cent market share of the London to

Should the agreements go ahead,
the back office operations such as administration
create a global corporation with £15 4billion annual sales a
Sydney service.

The past year has been the toughest for the airline industry since the aftermath of September 11. While
plummeting oil prices have given the industry some relief, the global economic crisis has led to a dramatic
drop in the number of people flying. A series of banking collapses have led to a sharp fall in demand for
expensive business travel — upon which many airlines depend. Airlines have been forced to axe routes
and let many of their employees go. In a desperate effort to fil their planes, they also offer millions of cheap
seats.

Meanwhile, budget airlines such as Ryanair continue to chip into the market share of its struggling rivals

with “lean and mean® cost-cutting and reduced fares.
Source: The Daily Telegraph, 02 Dec 2009

Extract 2: Why is Ryanair successful?

cost airline market in general and Ryanair in particular

Over the last decade, the rate of growth of the low
rket is growing at a faster rate than the overall growth

has been remarkable. As a whole, the low cost air mal
of air travel.

y very simple: 'low cost' means exactly what it says, and the business
philosophy would seem to be that as long as attention remains devoted to minimising costs, profitability will
take care of itself. For an example, with Internet booking, administrative costs of running call centres and
the expense of paying commission to travel agents can be avoided. They do not offer frequent flyer loyalty

The secret to their success is actuall
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monly associated with the traditional full-service airlines, The,
schem:sl :;mwst flight. Instead, highly profitable charges are levied for for:dfsda,::: '::‘dm:rvices on
boaf‘;‘3 s. Budget airlines make fuller use of 'secondary’ airports with lower landing charges than the main
,«,ervi'1 of the destination city. Another characteristic is that budget airines tend to run a fleet of aircraft
airpo ed entirely of the same model, it can benefit from economies of scale In the costs of training staff
;olgltsp":.l echanics and flight attendants have to know how to operate or service only one kind of aircraft.
(1 'y

Adapted from Economics Today, “Why is Ryanair successful?® March 2008

questions
(a) with reference to Table 2, identify an example of
a
() fixed cost 2
(i)  variable cost @
Explain your choice.
(p)  Caloulate the airine’s profit per flight f all seats are sold. [

(c) () Using Table 2, explain two possible cost advantages of being a large alrline company such [4]
as British Airways.

(i) Explain why despite the cost advantages of being large, there are smaller airline companies [4]
such as Ryanair which manage to keep costs low.

i) Using the concept of price elasticity of demand, account for the relative price |
@ @ economy and business class tickets. e e 1

(i) With reference to Extract 1, explain two possible reasons why air ticket prices have fallen [4)

for British Airways.
(e Discuss whether the merger between British Airways and Qantas should be a matter of (8]
concermn.
[30m]
Case Study 2: Supermarket development and competition
114
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Extract 1: China's supermarkets present export opportunity

Rising incomes and an expanding urban middle class are setting the stage for China's developm

Mgt for hmor.\:: goods. Um“l;greeenﬂy. many foreign exporters considering the Chinese n'ra rkee';t,:: a
discouraged after encountering a fragmented market made up of thousands of old-style family re
shops, open-air markets and Inefficient systems for the distribution of imports. The good news fo, o
suppliers is that 'supermarketisation’ is transforming China's food sector into a modem retajl System
Modern supermarkets and hypermarkets - retail formats nearly non-existent in China in the eary 1990s "
have now captured an estimated 30% of the urban food market and are growing at rates of gyer 30'%:
annually. Chinese supermarkets grew from just one outlet in 1990 to approximately 60 000 storeg by 2003
Supermarkets began developing in China in the early 1880s, encouraged by local govemmens, !
national chains from Europe, Japan, Hong Kong and the United States provided a second major 'mpetu.
in the development of the sector in the mid 1990s. They have about 40% of the sector's sales byt d°megﬁs
companies such as Lianhua and Hualian have developed qu[ckly. Local govemments are acﬁmc
encouraging the transition to supermarkets by shutting down traditional street markets and in some QSQY
converting them into supermarkets. In 2004, China's Ministry of Commerce announced a five-year plan s
develop a rural retail network of supermarkets in small towns. to

Imported foods, until recently a rarity in China, are now widely available in Chinese supermarkets, ;
growing middle class has the purchasing power to afford imported foods, but this crucial market sfg.',',‘j o
has been kept largely out of reach of the world's food exporters by the combination of China's old-fashion, .
marketing system and high trade barriers. However, China has cut tariffs, import trading “°ensied
requirements and state trading monopolies as a result of its entry into the World Trade Organisaﬁonni

2001. Lower trading barriers are the first step to opening the Chinese market, but a competitive, efficie 0
domestic marketing system is necessary to get imported products from entry points to the Chin esﬂt
consumer. That's where supermarkets come in. e

Source: Fred Gale and Thomas Reardon, Asia Times, 24 June 2005

Extract 2: Let China’s retall wars begin

In keeping with the conditions for China's membership of the World Trade Organisation, China has lifted
most restrictions on foreign retailers. Gone are the limits on the number of stores, rules confining them t
large cities and regulations capping the foreigners' stake in local ventures at 65 %. China erecteq thos:
hurdles to give its own companies a chance to copy the West's big store model - and they have done %o
with great success. The top four retailers in the country are all run by the govemment or local entrepreneurs
But the foreign companies are not far behind and they have big plans for expansion now that the bam'er;
have come down. Paris-based Carrefour has some 240 stores in China, and plans to open as many as 150
more this year. Its 2003 sales of US $1.8 billion made it China's fifth biggest retailer.
Consolidation is sweeping the sector, too. Shanghai Ballion, which has nearly 5000 stores, has won
permission to take over four rivals. Beijing's ultimate goal is to create a small number of big players that wij)
be strong enough to compete with the multinationals at home and expand overseas.

Source: Business Week online, 17 January 2005

Extract 3: Supermarkets In the UK: a model for China's retail sector?
Tesco may have to sell off stores

Tesco, the UK's biggest supermarket group, may be forced to sell off some of its shops in what would be a
dramatic intervention aimed at curbing the retail giant's dominance. There is a call for government
regulators to intervene to force Tesco into divestment, the process of selling off stores.

The UK's top four supermarkets have a huge market share which is continuing to grow. In the next ten
years Tesco could have 1200 smaller convenience stores in addition to its large supermarkets. Asda, one
of Tesco's major competitors, is poised to follow suit. Ten years ago supermarkets did not compete in the
smaller convenience store market. In the four years to 2004, 7377 independent convenience shops, more
than 20 % of the total, closed. In addition, the buying power of the supermarkets is so great that their
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complain that they are forced to sell to supermarkets at very little profit.
su,_-,plielfsce rtainly a case for dives'men!.' says the policy director at the New Economics Foundation. ‘The
“Th ’|aoe is being strangled by the big four.' However, a spokesperson for Tesco said, 1 think the public
marke' %vould need to be looked at in a proper manner by government regulatory authorities and | would
were:: at when they talked to us and looked at our operations in detail they would come to the view that
s a bad idea'.

wa
divestment Source: Observer, 6 November 2005
Table 1: Top four UK supermarkets: share of grocery sector
WGmcery Sector | 2004 2005
(by value of total sales) | (%) (%)
Tesco 28.1 30.5
Asda 16.6 16.7
Sainsbury 154 157
Morrisons 13.9 11.3

Source: TNS Superpanel

Extract 4: Supermarkets in Singapore: the food retail sector

any years the food retail sector has been dominated by ‘wet markets' and general grocery shops, but
For tten is changing with the rapid expansion of modem supermarkets. NTUC Fairprice and the Dairy
this p%mup are the two largest supermarkets for retail food. Cold Storage and Shop n' Save supermarket
r-‘an:ns are subsidiaries of the Dairy Farm Group.

N arkets still represent the bulk of sales of products such as vegetables, seafood, rice, eggs and
w?:x':n while dedicated fruit shops still sell most of the fresh fruits. However, supermarkets are gaining
o share in allretail food products.

ik ore has a significant domestic industry manufacturing a range of food and beverages, but virtually
Singap terials are imported, as there is almost no local agricultural production. Singapore's multi-racial

igdrify r::d the presence of a large expatriate population have led to a diverse and rich variety of food types

peing available to customers. |
Source: Australian Government: Austrade, Guide to Australian Exporters Webpage 2005

Table 2: Singapore retail sector: retail sales index for selected types of outlet

— Index at Current Prices (1997=100)

Type of Outlet 2000 2001 2002 2003 2004

Department Stores 104.3 99.9 100.4 99.6 108.4

Supermarkets 123.0 138.3 147.1 158.5 151.1

Provision and Sundry 100.6 104.6 109.6 113.8 123.2

Shops

Total retail sales 128.4 133.1 129.8 140.9 158.6

Source: www.singstat.gov.sq
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Questions
(a) Compare the change in retail sales in Singapore by type of outiet between 2000  [3)
and 2004.
{&) Explain two reasons why supermarkets are growing so quickly in China. )
(c) () Describe the type of market structure operating in the UK grocery store in 2004. 2
(i)  Explain how the firms in this market might compete against each other. [4)
(d) Discuss the policy of divestment in the case of Tesco explaining clearly how this  [g)
might affect consumer welfare.
(e) In the light of the data provided, if you were an economic advisor to the Singapore 1)

government, would you recommend that it should follow the example of the
Chinese authorities and encourage supermarket development? Justify your
answer.
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Case Study 3: TT Disru elco Mark

Table 1
Ranking Country : 2017 Ranking Country y 2022
1 USA 21,618 1 USA 33,094
2 China - 4,670 2 °  China - 12222
3 Japan 2,944 3 Japan 4,409
-4 United Kingdom 2,656 4 United Kingdom 4,249
5 Germany 1,337 5 Germany 2,301

Source: BroadbandTV News, October 2017

Figure 1: National Income Projection (trillions of $US)

hina

. o 1

sol . . : -
2011 2016 2021 2026 2031 2036 2041

Source: Treeofmamre.wordpress.com

Extract 1: The Rise of Over-the-top (OTT) internet Delivered TV?

The pace of digital disruption that is transforming the TV industry is accelerating: the growth in internet-
delivered TV content is reshaping distribution models, consumer viewing habits and advertising. Every
major TV operator has launched or is in the midst of launching and scaling up their direct-to-consumer
streaming offerings. Consumers now have more choice than ever - from DirectTV Now, FuboTV, Sling TV,
PlayStation Vue and YouTube TV, to name just a few. Philo is another recent entrant that offers 30-plus
entertainment channels. Disney has plans to launch two streaming services and may develop even more

following its 21st Century Fox deal.
Source: Forbes, January 2018

Extract 2: TV Cuts the Cord — More Ditching Cable for Internet Platforms

The revolution - called cord-cutting - has spread worldwide. Singaporeans are one of the fastest-growing
audiences in the world for on-line TV platforms, with the number of subscribers for such services here
doubling in the past year. Netflix launched in Singapore in January last year, followed by the likes of Viu, a
specialist in Korean content, and Amazon Prime Video, all OTT (over-the-top) services delivering

2 OTT refers to an app or service that delivers content (audio, visual, etc.) over the internet.
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entertainment over the Intemet.

Affordable and convenient, these services have won over many television fans who prefer them to the
limited offerings on Mediacorp's free-to-air channels and the cumbersome subscription packages offereq
by pay-TV operators StarHub and Singtel. Telcos like StarHub and Singtel had seen a significant drop in
the number of its Pay-TV subscribers last year.

But the older players have not lost the battle yet. If convenience is what the cord-cutters want, then
convenience is what StarHub, Singtel and Mediacorp have given them. StarHub has introduced Stariyy,
Go, which is an on-demand streaming service with Netflix-like pricing: Viewers use an app or go onling tq
access a wide variety of content by paying a monthly fee from $9.90 a month. Singtel offers a service Called
Cast, which has different plans starting at $4.90 a month for different content bundles. As these online-Ty
services do not require set-top boxes, consumers do not have to pay rent for the hardware rented from
StarHub or Singte!.

No less important to viewers is quality content. No one wants to watch rubbish on their phones even if it is
for free. Some TV viewers continue their Singtel and StarHub cable TV subscriptions because many
channels, such as those run by Fox Networks Group, are currently available only through these two teicog
Also, both StarHub and Singtel have been producing their own programmes. Pay-TV channels, too, havé
to produce strong content to remain relevant.

Source: The Straits Times, January 2017

Extract 3: Telco Wars Set to Intensify

The telco industry is ending 2017 with the worrying prospect of a tougher new year. The frantic jostling for
market share that marked this year can only intensify as new candidates square off for battle. Australian
start-up Zero Mobile elbowed its way into the Singapore market as a mobile virtual network operator
(MVNO?) this month. Fibre broadband company MyRepublic plans to make the leap to MVNO next year.
And Australia's TPG Telecom is due to enter with its own mobile network. These moves will follow a year
that saw the expansion of MyRepublic and MVNO Circles.Life.

And new entrants come prepared for a price war the incumbents can ill afford. Incumbents have worked to
address the challenge. StarHub partnered Netfiix last year to bring the service to set-top boxes and high-
definition streaming.

But DBS' Mr Mittal says: "With the emergence of OTT TV services and entry of Netflix in 2016, nearly
89,000 subscribers have withdrawn from pay TV services in Singapore. We believe subscriber losses would
continue in 2018, as higher-end subscribers, who may have been using OTT and pay TV services
simultaneously, start exiting pay TV services due to the lack of perceived benefits."

OCBC's Mr Chua notes: "The most obvious route so far is diversifying away from the traditional telco space
- that is, voice and data services - towards providing enterprise digital solutions and related services." And
incumbents have already made a play for the enterprise segment, in areas such as cyber security, digital
advertising and data analytics. Mr Chua adds: "For instance, Singtel has close to 50 per cent market share
in Singapore and this means it has access to the usage pattemns and data of all its users. Businesses would

want such data analytics to conduct more targeted marketing and advertising activities to optimise each
marketing dollar.”

Source: Straits Times, December 2017

3 A MVNO is a wireless communication services provider that does not own the wireless infrastructure over which it
provides its services to customers. It obtains bulk access to network services from network operators at wholesale rates
and sets retail prices independently.
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Extract 4: old is Gold
unes showed up. The

a thing of the past, some said, when Netflix and iTi
rt of this

Going to the cinema would be
figures showed a 10.4% dip in cinema attendance in the first pa

Department of Statistics' latest
year, compared with last year.

While less tickets were sold in 2015, a revenue of $216 million was still made, as compared to the $201
million made in 2016 even though slightly more tickets were sold that year. The silver lining for the cinema
pusiness is this: More tickets sold does not mean higher box-office earnings.

In 2015, more people seem to have paid for more expensive weekend, Imax and 3D tickets for the two
massive hits that year: Jurassic World and Star Wars: The Force Awakens. What this proves is that the
widening price difference between ticket types (weekend, 3D, Imax, Gold Class and the like) will weaken
the link between cinema attendance and box-office receipts.

In other words, cinemas might make money even as ticket sales drop because the group of people puying
premium tickets is influential. An older crowd can spend more, on premium tickets. So don't write off cinema
yet. To paraphrase the line in The Godfather (1972): Just when you thought you were out, they pull you

back in.
Source: Straits Times, June 2017
Figure 2: Movie Ticket Prices at Golden Village Cinema (SGD)
Weekday Weekend
Adult $9.50 $13
Student $7 $13
Gold Class $29 $39
Source: Seedly, March 2018
Questions
(a) () FromTablet, identify the country with the highest projected growth rate in online 1

TV revenue.

(i)  With reference to Figure 1 and use of a relevant elasticity of demand concept, [3]
account for your answer in (a)(i).

(b) With the aid of a diagram, account for the rise in OTT TV services. [5]
(c) Discuss how an incumbent telco firm should respond to the challenges mentioned  [10]
in the case.
(d) (i) Define cross elasticity of demand. 1]
(ii)  Account for the likely CED value between OTT TV and cinema movies. [2)
(e) Djscuss whether the pricing strategy of cinema operators is a case of price  [8]
discrimination.
[30 marks]
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Extract 1: Data on Singapore's consumption of mest

Table 1 shows Singapore's consumption of selected meats over a 12-yeer period.

Table 1; Consumption of selected meats in Singapore, 2007-2018 (thousand tons)

——Too07 | 2000 | 2000 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2018 | 2047 | 201g]
Sucan | 161 | 101 | 194 | 100 | 207 | 218 | 212 | 213 | 224 | 243 | 222 | 225
35

Beel | 25| 27| 18| 21| 39| [ 34| 3| W 0V %
o 19e [ 100 | 13 | 122 | 114 [ 123 | 114 | 127 | 128 | 134 ) 134 | 134

Source: United States Dept of Agricuiture quoted in Index Mund;

Extract 2: The Competition and Consumer Commission of Singapore (CCCS) penalises fresh
chicken distributors for price-fixing and antl-competitive agreements

mcccsmwylsugdeWMDaddonagamwhshmmndlsMnhe I
In anti-competiive agreeMments to coordinate the amount and iming of price increases, and angag "
Mbeonpeta!oread\ommmemhmemrkeuormshchlcken products in Singapore.

Fresh chicken distributors import ive chickens from farms In Malaysia and siaughter them in Singapore.
wm-ammnmmwmm»mqmts.Mmm, hotels, wet
MMaMthsmmmmmwmmﬁmmm.dﬂmmde

processed chicken.

Gidmbhmdoonmodmedhﬁngapore—morethanaokgofdiclm s consumed per
pcmmmmny.mslsdgnmﬁnﬂymwmanlheperpersmoonwmpﬁondothenypesofm
such es pork and beef. In 2018, approximately 49 million live chickens were slaughtered In Singapore,
mmunovarofh13ﬁuhdidnanubm.MOwﬂecﬁwwwpdymmmmoftresh
chicken produdis in Singapore, amounts to approximately S$500 million annually. The average price
dmmwmnsddhamwkmlnmasedﬁomw.sspumln 2007 to $$6.14 in 2014,
acoording to figures from the Singapore Department of Statistics. In 2017, the average price had rigen

to §$6.58.

in March 2014, the CCCS commenced its investigation Into the fresh chicken distribution Industry.
It revealed that, from at least September 2007 to August 2014, these distributors had engaged in
mmuicesandhadalsomdmbdmeamumandeMdpﬁce increases of certain
fresh chicken products sold in Singapore. During these discussions, they had also agreed to ‘market
sharing’ so they would not compete for each other's customers.

This collusion restricted supply in the market and contributed to price Increases of certain fresh chicken
The CCCS found that for at least seven years, betwean September 2007 and August 2014,
umdmmmbmandhawkermﬂsmamsedbybem 10 and 30
cents each year. By agreeing not to compets for each other's customers, the distributors restricted the
choices svalable to customers. The coordinated price increases further reduced customer choice as
mwmmmbmbmmpeﬁﬂvedwbm
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mmamummwmw;maunmﬁmmm-Mbu
'mmmMMhmuwmeum
number of consumers. .

mmbwm.uwcsmwmmwnwmmdmdm
13 firms and the nature, duraion and sericusness of the infringement. The large size of this industry,
mmmmamnmmummmmmdmmm
contributed to the CCCS imposing the highest total fine of $$26.9 million In a single case to date.

|nmbmmmcmmmm1amwmmmm-m
mmmmmwmmwmmWM°mmummmd
members, for future and-competilive activities.

Extract 3: More disruptions In store for the taxi Industry in 2018

In Singapore tha ride-halling travel market Includes tax drivers and drivers of private hire
Many drivers of private hire vehicles have exclusivity arrangements with compenies, such
and Grab, that use modem technology to aid bookings made by passengers. These excl
amangements mean that contracted drivers can only take passengers that have booked through
company involved. .

Today laxi drivers are facing increasing competition from drivers of privats hire vehicies booked
operators such as Grab and Uber. Taxis rely on street halls but many passengers ara now tuming to
the greater convenience and affordability of private hire vehicles. Only 69 taxi driver licances were
Issued In October 2017 - a historic low — and there were fewar than 24000 taxis on Singapore's roads,
the lowest number for ten years. In July 2011, before the market entry of Grab and Uber, 555 taxi
licencas were Issued, the highest ever.

i

23

i

So«m.:'mad Chua, Todayoniine, 27 December 2017
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Singapore slapped ride-hallng firms Grab and Uber with fines and finelised restrictions 1o open |
mmum“mmmm«hmmsmmwmmﬁ
reduced competition In the ride-haliing market. _

muwmnmmmwmmmmummmsmemm1wh
15% after the merger, and that the combinkd firm how holds a Singapore market share of around 80y,
While the combined S$13 milion fine was small compared with the value of the fims, which s 1

MmlwmmmMmmandeﬂnmum
markat which did not reflect the competition between the merged company and other forms of (ang
Mmmummmnammmmnmmmmwu
negiigently breach competition laws and claimed that It had not raised fares since the deal, arguing
mammmmummmwwmmmm'h
" firm sdded that it would abide by the measures et out by the regulator.

to see the measures being taken to level the playing fleld ~ It will have a significant effact
on our stratsgy and timeline,’ the company sald. .

The CCCS said &t would suspend the measures on an Interim basis if a new rival firm was able to
gﬂmSO%dhemhlﬁdeshmeﬂde-halhgmrketlnamonm.ltwouldremoveﬂ\emeam
dtnmhdvalawao%amomdwmmmemametbrskmmewﬁvo months.

Source: Aradhana Aravindan, Reuters, 24 September 2018

.(a) Explai:ommeasumusadby'emmhtsbamsmelevddmpeﬁﬁonmanwusw

2)

(b) Using Table 1, explain two possible changes I the market for pork that could account for the
difference In the consumption of pork In 2018 compared to 2007. [4)
(c) M What is meant by ‘producer surplus’ and ‘consumer surplus'? 2

(1) Exiract 2 sttes that ‘collusion restricted supgly In the market and contributed to price
incraases of certain fresh chicken products’.

Ushgadag‘um.whhhwﬁﬁsodlﬁonlsllkalybhavaaﬂededmepmduwmm
and the consumer surplus In the market for these chicken products. 4

(d) mwammmmmmmmmmmma
the ride-halling market in Singapore. 18]

(e) Discuss whether the fines imposed by the CCCS are the best way to improve the outcomes
for consumers In both the chicken product market and the ride-halling market {10}

[Total: 30]
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Section C: Essay Questions

i i 0 years. Size seemed
1. Biggeris better, or so it seemed to supermarkets all over the vgorid over the last 3

to offer all kinds of advantages, from cost advantages to offering a wider range of goods and services.
. . [1 0]
(a) Explain why supermarkets may enjoy lower costs.

(b) In view of the benefits of large scale production, discuss the survival of small grocery shops. (18]

Year 5 M2 Economics Tutorial Package 2022
Firms and

2. 'Recessions put weak firms out of business whilst strong firms use a recession to become more

efficient’.
(a) Explain the relevance of different types of cost in the decision of a firm to close when faced (10

by a fall in demand for its products.
lsc h ced by high levels of competition are more vulnerable to o)

(b) Discuss the extent to which firms e
closure in a recession than firms in less competitive industries.

tructures.

Retailers in Singapore supply a wide range of services and products in a variety of market s
[10]

(a) Explain the key differences between oligopolistic competition and monopolistic competition.

(b) Consider different retailers in Singapore and discuss which of these two market structures 18]

best explain their market behavior.

In the UK, train tickets may be obtained more cheaply if they are bought in advance. In August 2000
the railway companies jointly announced that these cheap tickets would be available only at major
stations. Passengers living near smaller stations would, therefore, have to pay the full cost of the ticket.

(a) Explain what is meant by price discrimination and discuss whether this is an example of
price discrimination. [10]

(b) Identify the type of market structure that enables companies to practice price discrimination,
and discuss whether that market structure is ever beneficlal to consumers. [15]

Optional Questions:

1. (a) Exp{ain how, in economic theory, a monopolist would determine the price that would
maximize profits. [10]

(b) Discuss whether firms in the real world set prices at profit maximizing levels [15])

2. ‘With over 15000 hawker stalls all over Singapore, dining at hawker centers has become
part of the Singapore identity.’

(a) Identify and explain the type of market structure which is likely to exist in the hawker food

industry in Singapore. [10]

(b) Discuss whether such a market structure is ever beneficial to society? [15)

Economics Department
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3. The Govemment has introduced greater contestability in the bus service indusry,
Competition for the market where operators compete peﬁodlcqlly for the right to operate the
bus services will spur operators to fulfil service obligations or risk being replaced when their
term is up. The Govemment will also own all bus infrastructure, such as depots, buses and
the fleet management system.

Source: Ministry of Transport (Singapore)

(@) Explain the factors a potential entrant would consider when deciding to contest a market 10)
(b) Discuss the consequences of the above measures on commuters and bus service [15)
operators.
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Section E: Further Reading

Article 1: More options for Hub ticketing, please

http://www.todayonline.com/sports/more-options-hub-ticketing-
please

Article 2: The Big Read: Why the Grab-Uber deal is making some
uneasy

https://www.channelnewsasia.com/news/asia/why-grab-uber-merger-
deal-makes-passengers-drivers-uneasy-10120830

Article 3: Electricity market to be fully liberalised in 2018

http://www.straitstimes.com/singapore/electricity-market-to-be-fully-
liberalised-in-2018

Article 4: CCCS and Competition Act

https://www.cccs.gov.sg/about-cccs/what-we-do E

Article 5: Diamonds Are Not Rare, They Are Just Expensive | De
beers Diamond Marketing Strateqy

https://www.feedough.com/diamond-marketing-de-beers/
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