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Semester 2/2016

*Carlton D and Perloff J., Modern Industrial Organization, 4" Edition, 2015, Pearson.
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Why some firms are dominant

* Consider market for a single good.
* The perfectly competitive firm is a price taker: it cannot influence the price
that is paid for its product.

* This arises due to consumers' indifference between the products of competing firms
=> for example, buy from store with lowest price.

* Consumers’ indifference arises from:
* Product homogeneity
* Consumers have perfect information
* No transactions cost
* Many firms

* PC firm faces horizontal demand curve at market price p
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The Model (No-Entry)

Assumptions

* One dominant firm with a lower production costs.

* Fringe firms are all price-takers.

* One dominant firm with a lower production costs.

* Fringe firms are all price-takers.

* There are n fringe firms (no more entries).

* The dominant firm knows the shape of market demand curve D(p).

* The dominant firm can predict the best action by the fringes.
(knows the shape of fringes’ supply curve S(p)).
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The Model (No-Entry)

Fringe Firms’ Reasoning

* Since | am a price-taker (behave like perfectly competitive firms), my supply
curve is S(p) where p = MC:

Dominant Firm’s Reasoning

* At what price (p) and quantity (g) should | produce?

* Not the monopoly p and g.

* If the fringe firms will produce some, then | should maximize profit for
the left-over demand (residual demand).
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The Model (No-Entry) - Results

Given that

* p = minimum marginal average cost for the fringes

* MC; = the fringes” marginal cost.

* D(p) = market demand

* S(p) = the fringe firms’ aggregate supply curve

* D,(p) = D(p) - S(p) = the dominant’s residual demand curve

* MC,= the dominant’s marginal cost

We can get 2 types of results

1If MC, < MC;, dominant firm charges high price, the fringes get to produce.
2 if MC,; << MC;, dominant firm charges low price, the fringes shutdown.
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A Numerical Example

* Assume that the overall industry demand curve is P = 100 — Q
* The sum of the marginal costs of the competitive fringe is P = 10 + 4Q
* The marginal cost of the dominant firm is constant at MC = 18
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