Business Strategy – Lecture 7 – Portfolios and Synergy - Worksheet

Growing a business

Introduction
The growth of a business is when it expands in size. The size of a business can be measured by the following means:

· Sales turnover (or sales revenue) 

· Number of employees 

· Share capital (the number of shares times the price of each share) 

· Market share – the sales of the business of a particular product as a proportion of all sales of that type of product. A 5% market share would mean that 1 in 20 of all products sold is sold by that business. 

· Number of outlets (e.g. shops)

They may mean to grow in size or sometimes it just happens without the business making a conscientious effort to do so. Businesses either grow organically or by acquisition and mergers. 

Organic growth means the business grows by expanding its sales or their operations and is financed through its own profits.

Acquisitions and mergers are when the business joins or buys other businesses, not necessary of the same type.

Businesses may wish to expand for the following reasons:

Benefit from economies of scale – lower unit costs due to an increase in size 

A larger market share (selling more products than before) means they can charge higher prices and gain more profit 

As means of survival if they wish to compete with other growing businesses 

Some businesses start selling or acquiring businesses that are not in the same market as the markets they are presently selling in. This is known as diversification.
Businesses may wish to diversify because:

Helps spread the risks across a number of products. If one product fails due to market conditions then other products in different markets should not be affected. 

Good way of expanding if present market seems already full. 

Gives the business fresh objectives and may act to motivate managers and staff. 

A business can grow organically in the following ways:

Lower price - People will buy more at lower prices. 

Increase advertising - Customers are made more aware of the attraction of the products. 

Sell in different location - Selling to a new set of customers, more potential. 

Sell on credit - Customers are attracted by the ability to buy now pay later. 
Re-invest profits – so not paying such high dividends and investing in new techniques and other ways of maintaining competitiveness

Task

Using a business of your choice outline WHY and HOW it diversified into the company it currently is.

Having done this suggest ways in which this business might grow in the future
Mergers and Acquisitions

A merger is where two or more businesses AGREE to join together to become one larger firm. An acquisition is when one firm BUYS another firm.

When a one business buys another it is possible that the acquisition or merger integrates the new product with the existing product. This integration can either be vertical or horizontal integration.

Mergers and acquisitions are an important option for larger businesses that wish to grow rapidly. However, they are a high risk strategy – it is easy to buy the wrong business, at the wrong price for the wrong reasons!
Horizontal Integration

In microeconomics and strategic management, the term horizontal integration describes a type of ownership and control. It is a strategy used by a business or corporation that seeks to sell a type of product in numerous markets. Horizontal integration in marketing is much more common than horizontal integration in production. It is contrasted with vertical integration.

A monopoly created through horizontal integration is called a horizontal monopoly[citation needed]. Usually a monopoly is created through both horizontal and vertical integration. The situation in which a company takes over another in the same business, thus eliminating a competitor (competition) and achieving both a broader market, and greater economies of scale, but also takes over its upstream suppliers and its downstream buyers, therefore reducing production costs, is called horizontal integration.

A term that is closely related with horizontal integration is horizontal expansion. This is the expansion of a firm within an industry which it is already active, the purpose is to increase its share of the market for a particular product or service.
Task

Using the web have a look at how some of the major hotel chains grew into the ‘names’ they are today. For example, look at Marriott, or Intercontinental or Holiday Inn. Why might they have gained from horizontal integration?

A monoply





In economics, a firm facing the entire market demand curve is said to have monopoly power. This is in contrast to a price-taking firm, which operates in a negligible segment of the overall market and thus faces a demand curve with infinite price elasticity. The pricing and production choices made by these firms follow identical decision rules. That is, regardless of the type of firm, the profit maximizing price and quantity choice will equate the marginal cost and marginal revenue of production (see diagram). The key difference is in the outcome of such a rule: typically a monopoly selects a higher price and lower quantity than a price-taking firm.

There are important points for one to remember when considering the monopoly model diagram (and its associated conclusions) displayed here. The result that monopoly prices are higher, and production output lower, than a competitive firm follow from a requirement that the monopoly not charge different prices for different customers. That is, the monopoly is restricted from engaging in price discrimination. If the monopoly were permitted to charge individualized prices, the quantity produced, and the price charged to the marginal customer, would be identical to a competitive firm, thus eliminating the deadweight loss.

As long as the price elasticity of demand for most customers is less than one in absolute value, it is advantageous for a firm to increase its prices: it then receives more money for fewer goods. With a price increase, price elasticity tends to rise, and in the optimum case above it will be greater than one for most customers. The following formula gives the relation among price, marginal cost of production and demand elasticity that maximizes a monopoly profit:  where (e) is the elasticity of demand. A monopoly's power is given by the vertical distance between the point at which the marginal cost curve (MC) intersects with the marginal revenue curve (MR) and the demand curve. The longer the vertical distance, (i.e., the more inelastic the demand curve) the greater the monopoly's power, and thus, the larger its profits.

Vertical Integration
In microeconomics and management, the term vertical integration describes a style of control. Vertically integrated companies are united through a hierarchy and share a common owner. Usually each member of the hierarchy produces a different product or service, and the products combine to satisfy a common need. It is contrasted with horizontal integration. Vertical integration is one method of avoiding the hold-up problem. A monopoly produced through vertical integration is called a vertical monopoly, although it might be more appropriate to speak of this as some form of cartel.

One of the earliest, largest and most famous examples of vertical integration was the Carnegie Steel company. The company controlled not only the mills where the steel was manufactured but also the mines where the iron ore was extracted, the coal mines that supplied the coal, the ships that transported the iron ore and the railroads that transported the coal to the factory, the coke ovens where the coal was coked, etc. Later on, Carnegie even established an institute of higher learning to teach the steel processes to the next generation.

Vertical integration is the degree to which a firm owns its upstream suppliers and its downstream buyers. Contrary to horizontal integration, which is a consolidation of many firms that handle the same part of the production process, vertical integration is typified by one firm engaged in different aspects of production (e.g. growing raw materials, manufacturing, transporting, marketing, and/or retailing).

There are three varieties: backward (upstream) vertical integration, forward (downstream) vertical integration, and balanced (horizontal) vertical integration.

In backward vertical integration, the company sets up subsidiaries that produce some of the inputs used in the production of its products. For example, an automobile company may own a tire company, a glass company, and a metal company. Control of these three subsidiaries is intended to create a stable supply of inputs and ensure a consistent quality in their final product. It was the main business approach of Ford and other car companies in the 1920s, who sought to minimize costs by centralizing the production of cars and car parts. 

In forward vertical integration, the company sets up subsidiaries that distribute or market products to customers or use the products themselves. An example of this is a movie studio that also owns a chain of theaters. 

In balanced vertical integration, the company sets up subsidiaries that both supply them with inputs and distribute their outputs. 

For example, a hamburger manufacturer that owns the farms where they raise the cows, chickens, potatoes and wheat as well as the factories that processes these agricultural products is practising backwards vertical integration. Forwards vertical integration would mean that they would own the regional distribution centers and shops or fast food restaurants where the hamburgers are sold. Balanced vertical integration would mean that they own all of these components.
Examples of Vertical Integration

Oil industry

One of the best examples of vertically integrated companies is the oil industry. Oil companies, both multinational (such as ExxonMobil, Royal Dutch Shell, or BP) and national (e.g. Petronas) often adopt a vertically integrated structure. This means that they are active all the way along the supply chain from locating crude oil deposits, drilling and extracting crude, transporting it around the world, refining it into petroleum products such as Petrol/Gasoline, to distributing the fuel to company-owned retail stations, where it is sold to consumers.

Technology Industry

A recent example that illustrates a company vertically integrating upstream in its production process is the acquisition of PA Semiconductor by Apple Inc. PA Semiconductor is a developer of processors based on IBM's PowerPC line, which could potentially be used by Apple in its product line-up. As industry experts have noted, it is extremely rare for a company to integrate a supplier of a good that is subject to economies of scale (such as the semiconductor industry). However, as illustrated by Lyons' test of Williamsons theory of Asset specificity, a company is more likely to give up the cost-benefit of economies of scales when it requires a specific asset that would otherwise make it dependent on a supplier. In this particular case, Apple's secretive corporate culture also allows us to infer that buying PA Semiconductor, gives them more control over their suppliers, eliminating the risk that the supplier gains control of copyright and patent technology. As a result Apple Inc. is becoming an increasingly integrated firm, controlling every stage from the supply of product inputs, to the distribution of its products on the high-streets.

Problems and Benefits

There are internal and external (e.g. society-wide) gains and losses due to vertical integration. They will differ according to the state of technology in the industries involved, roughly corresponding to the stages of the industry lifecycle.

Static technology

This is the simplest case, where the gains and losses have been studied extensively.

Internal gains:

Lower transaction costs 

Synchronization of supply and demand along the chain of products 

Lower uncertainty and higher investment 

Ability to monopolize markthroughout the chain by market foreclosure 

Internal losses:

Higher monetary and organizational costs of switching to other suppliers/buyers 

Benefits to society:

Better opportunities for investment growth through reduced uncertainty 

Losses to society:

Monopolization of markets 

Rigid organizational structure, having much the same shortcomings as the socialist economy 

Monopoly on intermediate components (with opportunity for price gouging) leads to a throwaway society 

Dynamic technology

Some argue that vertical integration will eventually hurt a company because when new technologies are available, the company is forced to reinvest in its infrastructures in order to keep up with competition. Some say that today, when technologies evolve very quickly, this can cause a company to invest into new technologies, only to reinvest in even newer technologies later, thus costing a company financially. However, a benefit of vertical integration is that all the components that are in a company product will work harmoniously, which will lower downtime and repair costs.

Vertical expansion

Vertical expansion, in economics, is the growth of a business enterprise through the acquisition of companies that produce the intermediate goods needed by the business or help market and distribute its final goods. Such expansion is desired because it secures the supplies needed by the firm to produce its product and the market needed to sell the product. The result is a more efficient business with lower costs and more profits.

Related is lateral expansion, which is the growth of a business enterprise through the acquisition of similar firms, in the hope of achieving economies of scale.

Vertical expansion is also known as a vertical acquisition. Vertical expansion or acquisitions can also be used to increase scales and to gain market power. The acquisition of DirectTV by News Corporation is an example of vertical expansion or acquisition. DirectTV is a satellite TV company through which News Corporation can distribute more of its media content: news, movies, and television shows.

Conglomerates

Conglomerate is the term used to describe a large company that consists of seemingly unrelated business sections. This term may also be referred to as a multi-industry company.

Potential advantages

To modern business analysts, the best argument for conglomerate organizational form is that it may allow capital to be allocated in a more efficient way. For example, a hypothetical conglomerate consists of a candy store and an internet website. Suppose the candy store has high cash flow, but very few profitable investment opportunities. The website has low cash flow, but lots of good investment projects. By combining the businesses together, the cash from the candy store can be used to make profitable investments that would otherwise not be made in the web site. The main question associated with this strategy is why this improves upon a market-based allocation of capital. That is, if the entities were standalone, then presumably the investors in the candy store could receive dividends, and then reinvest those dividends in the startup. If this market-based mechanism works well, then all profitable internet startup investments can be made without having the two entities be under common ownership. Research suggests that financial markets may not always operate efficiently due to the presence of transaction costs and asymmetric information. If this problem is severe, then the common ownership of the assets might yield a more efficient allocation of capital

Potential disadvantages

Lack of focus and inability to manage unrelated businesses equally well are the reasons to criticize conglomerates. As a result, conglomerates' stocks are usually penalized by the market. This phenomenon is called conglomerate discount

Media conglomerates

In her 1999 book No Logo, Naomi Klein provides several examples of mergers and acquisitions between media companies designed to create conglomerates for the purposes of creating synergies between them:

Time Warner (now merged with AOL) have a series of tenuously linked business including internet access, internet content provision and music, film and traditional publishing. Their diverse portfolio of assets allow cross-promotion and economies of scale. (However, Time Warner has since divested its music and book publishing interests, and there is growing pressure to spin off its Time Warner Cable and AOL units.) 

Clear Channel Communications, a quoted company, at one point owned a variety of TV and radio stations, together with a large number of concert venues, across the U.S. and a diverse portfolio of assets in the UK and other countries around the world. The concentration of bargaining power in this one entity allowed it to gain better deals for all of its business units. For example, the promise of playlisting (allegedly, sometimes, coupled with the threat of blacklisting) on its radio stations was used to secure better deals from artists performing in events organized by the entertainment division. These policies have been attacked as unfair and even monopolistic, but are a clear advantage of the conglomerate strategy. On December 21, 2005, Clear Channel completed the spin-off of Live Nation. Live Nation owns the events and concert venues previously owned by Clear Channel Communications.

Growth and power

Why do firms want to grow?

As they get larger they get stronger. They start to eliminate competition, and start to gain control of the market. They move from being a 'price taker' in a situation of perfect competition towards being a 'price setter' (or price maker) in a monopoly situation.

Price taker

A price taker is a firm who cannot influence the price of the product on the market. If it puts its price above the one ruling in the market it sells little or none. Firms in perfect competition are price takers.

Price setter

A price setter (or price maker) is a firm that can determine or fix the price of the product on the market. It sets the price, but the quantity sold is determined by the demand curve.

Firms start to develop monopoly power as they grow and increase their market share.

Monopoly power

The power, or ability to influence a market, influence the survival of others, and establish the price. It enables it to increase profits.

Sources of monopoly power

· One of the features of monopoly is that, unlike perfect competition, supernormal profits may be made in the long run. If there were free entry to the market this could not of course happen as the arrival of new firms would have the effect of shifting the market supply curve to the right and lowering the market price until the supernormal profits were eliminated. The existence of long run supernormal profits therefore implies the presence of barriers which prevent the entry of new firms into the industry. Indeed the basis of monopoly power is the ability to prevent entry of new firms. 

Oligopoly

The nature of oligopoly / assumptions of the model

Oligopoly is a market form in which there are only a few firms in the industry with many buyers; so market supply will be concentrated in the hands of relatively few producers, although an industry might still be said to be oligopolistic where several smaller firms existed alongside the few large firms that dominate; the wholesale petrol market provides a suitable example of the latter. The markets for cigarettes, records, confectionery, motor vehicles, fizzy drinks, high street banks, airline carriers, domestic appliances, soap powders and supermarket chains all provide good examples of oligopoly in the UK and elsewhere.

Where the few firms produce an identical product, this is known as perfect oligopoly, and where, more commonly, the products are differentiated, this is referred to as imperfect oligopoly. The case of duopoly, where there are only two firms in the industry, is a special case of oligopoly.

However, the absolute number of firms in the market is less significant than the way in which they behave and the relationship between the firms that comprise the industry. In the case of the monopolist, for example, independent price and output decisions can be made, with the only consideration being the customer's reaction to the change in price. However, in oligopoly, where there is competition amongst the relatively few, each firm has to also try to assess the reaction of its rivals to a change in price, as each firm will occupy a sufficiently important position within the industry for its particular price and output decisions to have a significant impact on its competitors. Thus if an oligopolist is thinking of raising the price of its product, it has to assess whether its rivals will do likewise or keep price down in order to gain more custom. Oligopoly is therefore characterised by interdependence between the firms that comprise the industry, and by reactive market behaviour.

Oligopoly has emerged as the most prevalent market form in the industrialised world. This can partly be explained by the existence of economies of scale, especially in manufacturing, encouraging the growth of large scale production; inevitably, as firms grow in size, the number of firms supplying the market falls, and hence the tendency towards oligopoly power. Moreover, once established, this power may be sustained by various barriers to entry, similar to those that exist under monopoly.

The importance of non-price competition

As we shall see from our forthcoming discussion of oligopoly, an important feature of oligopolistic markets i.e. ones dominated by a few large firms, is the tendency towards relative price stability. Lack of price movement will occur most obviously where firms collude with each other to collectively fix their prices, but it may also occur in a situation of, what is known as, non-collusive oligopoly, where no such price agreements exist; interdependent firms may well come to the conclusion that there is no point in 'cutting each others throats' by engaging in price warfare in the longer term as this could be disastrous for all the combatants, although there may be a tendency towards occasional short bursts of price cutting. However, this absence of price competition does not necessarily mean an absence of competition: oligopolistic firms are likely to compete in a variety of non-price forms.

Non- price competition occurs where firms attempt to win a competitive advantage over their rivals by strategies other than reducing prices. Non-price competition inevitably involves product differentiation. Here, oligopolistic competitors try to carve out separate markets in which they can command consumer loyalty through the creation of actual or imagined differences in the goods or services they offer, which are essentially the same as their rivals. This is in contrast to perfect competition where the good on offer, perhaps an agricultural one, is homogeneous, and product differentiation is difficult e.g. one carrot is pretty much the same as another. 

Product differentiation is extremely widespread amongst the whole variety of consumer goods and services that we buy e.g. washing machines, television sets, home computers, motor cars, washing powders, soft drinks, packaged holidays and financial services, to name but a few. These are all differentiated one from another in a variety of ways, including shape, size, quality and image.

Non-price competition may take a variety of forms, including:
· Advertising 

· Branding 

· Product innovation 

· Packaging 

· The provision of after sales services e.g. product guarantees 

· Free samples and gift offers. 

We shall examine the first three of the above i.e. advertising, branding and product innovation in greater detail.

Branding

The creation of consumer loyalty to particular brands is mainly achieved through advertising, and it is in oligopolistic markets where branding, backed by extensive product promotion, is most prevalent. The markets for soap-powders, cereals, cars, confectionery and cosmetics provide a few notable examples.

The main aim of branding is to make particular goods, produced by particular firms, appear as if they have unique features which the products of competing firms do not possess. On occasions these features may be real e.g. the distinctive quality of a BMW car or a Sony camcorder. However, often the 'uniqueness' may only exist in consumers' minds, but a difference, real or imagined, in how consumers perceive branded products, may be sufficient to allow goods to be sold at very different prices e.g. well known brands of soft drinks, sports-wear, bars of soap and shaving creams are all sold at higher prices than their 'own brand', or lesser-known, equivalents.

Thus, if successful, branding will reduce the degree of substitutability for the good, make its demand more inelastic, allow for higher prices and profits to be earned and enable the brand to become unassailable.

Moreover, the practice of multiple branding serves as a very effective barrier to entry of new firms e.g. go to any supermarket and you will see several brands of soap powders on the shelves, but these are mainly produced by just two firms, Unilever and Procter and Gamble - the costs of breaking into such a market would be formidable as any new entrant would have to compete against numerous brands of soap powder, requiring an enormous outlay on advertising; obviously if Unilever and Procter and Gamble only produced one brand each, the task of contesting the market would be made considerably easier.

Non-price competition in oligopoly may also take the form of product innovation whereby rival firms attempt to gain a larger slice of the market by constantly seeking to improve the quality and/or style of their existing products, or by developing entirely new products. This innovation usually has to be backed by extensive research and development (R&D), and has the effect of causing rapid obsolescence of consumer durable goods, a renewable source of demand and certain decline for those firms unwilling or unable to engage in such innovation. Most car manufacturers, for example, are constantly in the process of changing the design and other features of particular models so as to generate new demand, and the few large firms that dominate the pharmaceuticals industry are locked into a perpetual struggle to develop new and better drugs. 

This process fits well with the writings of Joseph Schumpeter (1883-1950) who took a long-run, dynamic view of monopoly to argue that over time it would be far more efficient than perfect competition. He argued that the static method i.e. taking a point in time approach, of comparing perfect competition with monopoly, overlooked the likelihood of technical advances which may lower costs and prices as output expands. Although Schumpeter's analysis relates specifically to monopoly, it is appropriate to apply it to contemporary oligopolistic markets.

Schumpeter identified two main reasons why monopolies would be more innovative than competitive industries: firstly, because of the earning of long term supernormal profits, the monopolist would have greater access to the funds necessary to finance inevitably expensive research and development programmes which are the basis of most innovation; and secondly, the monopolist would have a far greater inducement to undertake R&D in the first place - in highly competitive markets, any technical advantage gained by one firm would only permit the earning of high profits to be made for a relatively short period of time, as new entrants and existing firms copy the innovation and bid any abnormal profits away; the monopolist however would be the sole beneficiary of technical advance and would thus be able to reap the benefits of lower costs and higher profits indefinitely.

However, empirical evidence on the subject suggests that whilst smaller firms i.e. those not possessing substantial monopoly power, tend to undertake little R&D, no clear, positive relationship between the amount of R&D spending and company size exists beyond a certain minimum size of enterprise. 

Theories of oligopoly

A central aim of market theory is to formulate predictions about firms' price and output decisions in different situations, and, under such market forms as perfect competition and monopoly, economists can be fairly certain about likely outcomes: in the case of the former, price is set in the market through the free interaction of demand and supply, and individual firms passively take this price and equate marginal cost with marginal revenue to determine the best output; in the case of the latter, the firm will still equate MC with MR, but can restrict output and raise price in so doing. 

However, under oligopoly no such certainty exists - where the number of firms in the industry is small and much interdependence exists between these firms, there will be a whole variety of ways in which individual oligopolists may respond to rivals' price and output decisions. Consequently, several different models of oligopoly have been developed, underpinned by different analytical approaches and assumptions about the nature of oligopolistic, reactive market behaviour.

Unfortunately, therefore, for students of economics, there is no single, general and all-embracing theory of oligopoly to explain the nature of the business world around us! Particular theories of price and output determination under oligopoly should therefore be seen as illustrative of what might happen under certain sets of assumptions about the reactions of rival oligopolists. 

The various models of oligopoly can be classified under two main headings: non-collusive or competitive oligopoly and collusive oligopoly. We shall consider each in turn:

Non-collusive or competitive oligopoly

In this case, each firm will embark upon a particular strategy without colluding with its rivals, although there will of course still exist a state of interdependence, as possible reactions of rivals will have to be considered. 

There are three broad approaches that might be adopted by firms in a situation of competitive oligopoly:

· Observe the behaviour of rival firms but make no attempt to predict their possible strategies on the basis that they will not develop counter strategies. This was the essence of the earliest model of oligopoly developed by Cournot as far back as 1838: each firm acts independently on the assumption that its decision will not provoke any response from rivals; this is not generally accepted nowadays as providing a useful framework in which to analyse contemporary oligopoly behaviour. 

· Make the assumption that a given strategy will provoke a response from competitor firms, and assess the nature of the response using past experience. This is the basis of the kinked demand curve model, described below, in which it is assumed that any price cut by one oligopolist will induce all others to do likewise, whilst a similar price increase would not be matched. 

· Formulate a strategy and try to anticipate how rivals are most likely to react, and be prepared with suitable counter measures. 

This is the basis of game theory in which competition under oligopoly is seen as being similar to a game of chess in which every potential move must be regarded as a strategy, and possible reactive moves by opponents and subsequent counter-moves must all be carefully considered. The application of the theory of games to economics was first introduced in 1944 by J. von Neuman and O. Morgenstern. Games theory involves the study of optimal strategies to maximise payoffs, taking into account the risks involved in estimating reactions of opponents, and also the conditions under which there is a unique solution, such that an optimum strategy for two opponents is feasible and not inconsistent. A zero-sum game is one in which one player's gain is another's loss, and a non-zero-sum game is one in which a decision adopted by one player may be to the benefit of all. 

In this discussion of non-collusive oligopoly, we shall focus our attention on the second of the three broad approaches identified above.

The kinked demand curve theory

This theory of oligopoly was first developed in 1939 by Paul Sweezy in the U.S.A, and by R. Hall and C. Hitch in the U.K, to explain why oligopolistic markets would be characterised by relatively rigid prices, even when costs increase. 

As mentioned previously, the kinked demand curve model makes the assumption of an asymmetrical reaction to a change in price by one firm: a decrease in price by one firm will cause a similar reduction of price by other firms eager to protect their market share, whilst a price increase by one firm will not be matched and its market share will be eroded. This is shown in figure 1 below.
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Kinked demand curve

Price is initially set at OP1, at the kink of the demand curve, and the oligopolist sells an output of OQ1. If the firm tries to reduce price to OP2 in order to sell more, other firms would match this reduction so that sales would increase only slightly, or more technically, by a less than proportionate amount, to OQ2. The demand curve would be inelastic and the reduction in price would not represent a sound strategy as total sales revenue, and probably profit levels, would both fall; clearly the area OP1 x OQ1, representing initial revenue, is greater than OP2 x OQ2, the producer's revenue after the reduction in price. The alternative ploy of raising price to OP3 would also be unsound as none of the other oligopolists would follow suit, and a large or more than proportionate fall in demand would follow.

Here, the demand curve would be elastic and the change in price would again cause total revenue to fall - OP3 x OQ3 is smaller than OP x OQ. The logical conclusion from this analysis would therefore be that oligopolists would benefit from keeping prices stable so long as all could enjoy reasonable profits at the established price. 

The kinked demand curve theory also has other implications. A normal demand curve becomes less elastic as price falls, but the oligopolist's demand curve becomes less elastic suddenly at the kink. Mathematically, this causes the MR curve to suddenly change to a different position, as can be seen in figure 2, so that a discontinuity exists along the vertical line YZ above output OQ1.

[image: image2.png]Rovenue | ez
st

Gl Quantity




The oligopolist absorption of a rise in costs

This implies that the MC curve can increase or decrease between this discontinuity, without necessitating a change in the profit maximising output OQ1 or price OP1 - the oligopolist will absorb the higher costs. According to normal demand and supply analysis, an increase in costs would cause a fall in output and an increase in price. An example of cost absorption in practice is when the price of crude oil rises and petrol companies wish to increase price, but do not as no company wants to be the first to do so. 

Criticisms of the kinked demand curve theory

· The theory assumes that oligopolists perceive a kink at the current market price i.e. at point X, but it does not explain how or why the original price was chosen. As a theory, it is therefore incomplete as it does not deal with price determination. 

· Price stickiness or rigidity in oligopolistic markets might, in practice, be more apparent than real; for example, in the market for new cars, published catalogue prices may remain constant over relatively long periods, but the common practices of offering discounts, and items such as free insurance, cash- back deals and interest -free credit all amount to ways of reducing price. In fact, the theory takes no account of the various forms of non-price competition which characterise most oligopolistic markets. 

· There is little empirical evidence from firms operating in oligopolistic markets to substantiate the kinked demand curve hypothesis that a change in price by one firm will always evoke a predictable and uniform response from its rivals. In practice, a very wide range of possible reactions is probable. 

· Any perceived stability in prices in oligopolistic markets may not be due to the existence of a kinked demand curve, but may occur for other reasons such as the administrative expense and inconvenience of altering prices too regularly. 

Cut-price competition (predatory pricing)

Although oligopolistic markets tend to be characterised by relative price stability in the longer term, occasionally short bursts of price warfare break out. This typically occurs when the dominant players attempt to defend and/or raise their market shares because the total level of demand in the market is insufficient to enable all to achieve their intended level of sales, and overcapacity results. The price cutting has the effect of reducing the profits of all the combatants in the short run, with consumers gaining the temporary benefit of lower prices.

However, the likely outcome is that the weakest firms i.e. those with the highest costs, will be driven into bankruptcy, with a new era of relative price stability eventually emerging. If too many casualties are caused, consumers are likely to face greater monopoly power and possibly higher prices. There have been numerous examples of price wars in recent years with the most notable battles occurring on the petrol forecourts and in the retail grocery and travel businesses.

Collusive oligopoly

A central feature of competitive or non-collusive oligopoly is the existence of uncertainty amongst the interdependent firms. Although these firms may utilise informed guesswork and calculation to cope with such uncertainty, they can never be entirely sure as to how their competitors will react to any given marketing strategy. Thus instead of living with uncertainty, firms may adopt a policy of reducing, or even eliminating, it by some form of central co-ordination, co-operation or collusion. Such collusion may occur where firms attempt to maximise their joint profits, by reaching agreement on their price, output and other policies, or where firms seek to prevent the entry of new firms into the industry so as to protect their longer run profits. 

Forms of collusion

Formal collusion

The most common type of formal collusion is through the cartel; where a small number of rival firms, selling a similar product, come to the conclusion that it is in their joint interests to formally collude rather than compete, they may establish a cartel arrangement in which they agree to set an industry price and output which enables them to achieve a common objective. This is likely to involve the setting of agreed output quotas for each member in order to maintain the agreed price. 

A successful cartel arrangement, from the point of view of the participating firms, would be one in which the cartel acts like a single monopolist to maximise profits of individual members. This is illustrated in figure 1 below.
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Profit maximisation for the cartel

This is the familiar monopoly diagram, with each curve representing the aggregated situation for all the firms in the cartel. In order to maximise profits, MC is equated with MR and a price of OP is set, with an output of OQ, which represents the potential level of sales. The allocation of this market quota between members could be decided by such criteria as geography, productive capacity or pre-cartel market share, or cartel members, having set a price of OP, could engage in non-price competition to each gain as large a slice of OQ as they can. 

In practice, cartels may tend to be rather fragile and may not last for very long. This is because individual members may have an incentive to renege on the agreement by secretly undercutting the cartel price. The almost inevitable necessity to limit output to keep price high will tend to leave individual firms with spare productive capacity, and provide the temptation to increase profits by expanding output. Such an expansion would not only generate profit on the additional sales, but would also increase the profits on existing sales, as average fixed costs would fall as output expanded. 

As the end result of successful collusion will be to create a situation similar to monopoly, with its consequent drawbacks and loss of economic efficiency, cartels are illegal in many countries, including the UK and the USA. Various cartels do, however, operate internationally, the most famous of which is OPEC. Another example of an international cartel is IATA (The International Air Transport Association) which has sought to set prices for international airline routes. However, the experience of both these cartels has been one of price cutting amongst its members, particularly during periods of declining product demand and competition from non-members.

Informal or tacit collusion

The most usual method of tacit collusion is price leadership which occurs where one firm sets a price which is subsequently accepted as the market price by the other producers. There need be no formal or written agreement for this to happen; it is sufficient that firms believe this to be the best way of maintaining or increasing their profits. Price leadership may take various forms:

Dominant firm price leadership

This type of price leadership occurs where a firm, probably by virtue of its size comes to dominate an industry in terms of its power to influence market supply. The dominant firm sets a price to suit its own needs and the smaller firms then adjust their planned output in line with the market price that has been set for them. An example of such price leadership is provided by Ford Motor Company, who have often been the first to raise prices in the car industry.

Barometric price leadership

A barometric price leader need not necessarily be the dominant firm in the industry; rather it will be a firm, possibly small in size, which is acknowledged by others in the industry as having an informed insight into current market conditions, perhaps because it employs the best team of accountants and market analysts. The firm's reputation will therefore enable it to act as a 'barometer' to others in the industry, and its price movements will be closely followed. 

Collusive price leadership

This involves a form of tacit group collusion in which prices within an industry change almost simultaneously and is linked to price parallelism where there are identical prices and price movements in a given market. In practice collusive price leadership might be difficult to distinguish from dominant firm leadership, especially in circumstances where the price leader is quickly followed.

Tacit collusion may also occur where firms in the industry follow a set of 'rules of thumb' instead of a price leader. Such rules may be designed to prevent destructive competition and thus maintain longer term profitability, although some short run profitability may be sacrificed as the rules do not require MC and MR to be equated. One such rule of thumb is cost-plus pricing. 

Cost-plus pricing

This is also known as average cost pricing, mark-up pricing and full-cost pricing, and empirical evidence suggests that it is the most common pricing procedure adopted by firms. It involves firms setting price by adding a standard percentage profit margin to average costs, so that:

Price = AFC+ AVC + profit margin
Cost-plus pricing is consistent with the idea of relatively stable oligopoly prices as, providing costs are stable, prices will also remain stable in the short run, even though demand might be changing. Conversely, if costs rise on average by 5%, then prices in the industry will also be rising by a similar percentage.

Task

Using a business from your own economy which has the characteristics of a conglomerate analyse how it has estblished this form of business structure. Then think of the advantages it has gained by becoming a conglomerate.
The advantages of mergers and acquisitions are:
Economies of scale, which reduces unit costs
Greater market share for horizontal integration, which means the business, can often charge higher prices. 
Spreads risks if products different. 

Reduces competition if a rival is taken over
Other businesses can bring new skills and specialist departments to the business. 

It is easier to raise money if a larger business. 

The disadvantages of mergers and acquisitions are:

Diseconomies of scale if business becomes too large, which leads to higher unit costs
Clashes of culture between different types of businesses can occur, reducing the effectiveness of the integration. 

May need to make some workers redundant, especially at management levels – this may have an effect on motivation. 

May be a conflict of objectives between different businesses, meaning decisions are more difficult to make and causing disruption in the running of the business. 
Constraints on Growth

Though a business may wish to grow in size, there may be reasons why it cannot do this:

Financial limitations – a business may not be able to raise the necessary finance to grow any bigger – perhaps it has not made enough profits to generate the cash or the bank is not keen to lend it more money at the moment.

Size of the market – there is often a limit to number of people who are willing to buy the type of product that the business is producing – e.g. a printing press manufacturer will know that there are only a small number of publishers in the UK who will be able to buy the product.

Government controls means that a business cannot necessarily have more than 25% of the market share. This often arises when one business joins with another. If the government thinks it is not in the public interest to have such a large business, then the joining together may not take place.

Human resources are limited in terms of the skills available. Especially in more specialised areas it may be difficult to find enough qualified staff in the area to expand the business. In the South East of England, where unemployment is very low for some types of jobs, businesses have struggled to expand for this very reason.
Outside – in approach
Look at the business from the outside-in, from the customer's perspective, as well as from the inside-out. 

1. Tightly integrate strategy with enterprise business processes 

2. Articulate strategy to inspire, from the boardroom to the lunchroom. 

3. Design enterprise business processes to deliver on strategic goals. 

4. Ensure that organization design enables enterprise business process execution. 

5. Deploy enabling technology based on the value added to enterprise business process performance. 

6. Hard wire the enterprise performance measurement system to budgets and operating reviews. 

7. Sustain focus and alignment.
Task
Take a business of your choice and develop ways in which it could adopt dynamic characteristics that would enable to grow from its current size. You may like to keep it small, say a bakery or look at a larger company.

