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Market Structure and Behaviour 

See  chapters  10- 12 in  Mansf ie ld  e t  a l

Market Structure

• Marke t :  f i rms  and  ind iv idua ls  –buy and se l l

• Impor tan t  soc ia l  and  lega l  p recondi t ions

• Dif ferent  s t ruc tures  depending  on  na ture  of  
good ,  agen ts  and  marke t  condi t ions

• Ext remes  per fec t  compet i t ion  and  
m o n o p o l y

• Impor tan t  fo r  manager s  to  under s t and  
nature  of  market

Perfect competition

• Na tu re  o f  demand  and  supp ly

• Many  supp l i e r s  and  consumers

• No  marke t  power

• Equ i l ib r ium pr ice

• Sh i f t ing  demand  and  supp ly  

       

  

       

  
                                         

PC firm output

• Can produce  as  much as  i t  chooses

• So  how to  choose

• Maximise  p ro f i t

• M C = M R = P

• Normal  p ro f i t s
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Consumer and Producer Surplus

• Consumer  su rp lus :  d i f f e rence  be tween  p r i ce  

pay and price wil l ing to pay

• Producer  surp lus :  d i f fe rence  be tween  p ice  

rece ived  and tha t  wi l l ing  to  rece ive

Long run equilibrium

• Economic  prof i t s  no t  account ing  prof i t s

• Produce  i f  make  normal  p ro f i t s

• Can  change  cap i ta l  in  LR

• C o m p e t i t i o n  t o  l o w e s t  p o i n t  L R A C

Long run industry adjustment

• Constant  cos t  indus t ry

• Increas ing  cos t  indus t ry



3

Resource allocation

• Impor tan t  po in te r s  to  r ea l  wor ld  phenomena

• Shor t  run  equi l ibr ium af te r  change  in  
d e m a n d

• Long  run  marke t  ad jus tment :  when  cap i ta l  
v a r i a b l e

• Trans fe rs  o f  resources  be tween  
commodi t i e s

• W a l r a s  and  Marsha l l

Monopoly

• D o w n w a r d  s l o p i n g  d e m a n d  c u r v e

• Maximise  p ro f i t s

• M C = M R  

Monopoly

• M a x  Π= T R - T C

• d  Π/d Q  =  d T R/ dq  – d T C / d Q = 0

• d T R/ d Q  – d T C/ d Q

• M R = M C

• N o w  f o r  m o n o p o l i s t  M R = M C = P  ( 1 + 1 /η )  w h e r e  η
i s  t h e  p r i c e  e l a s t i c i t y  o f  d e m a n d

• P = M C /  ( 1 + 1 /η )

• A s  η < 0  ( 1 + 1 / η ) < 1  t h e n  p r i c e  i s  h i g h e r  t h a n  M C

• M o n o p o l y  l e a d s  t o  h i g h e r  p r i c e  a n d  l o w e r  o u t p u t  

t h a n  P C



4

In Between

• T w o - p a r t  t a r i f f s :
• Make consumer pay initial payment before use
• Trade off number customers and initial fee: max profit

• B u n d l i n g
• Put goods and services together at package price

• P a t e n t s :  
• create monopolies: 
• 20 years or less

• A l l  m e a n s  o f  c r e a t i n g  m o n o p o l y  p o w e r  – t y i n g  i n  

c o n s u m e r s

Monopolistic Competition

• Per fec t  compet i t ion  bu t  p roduc t  

d i f ferent ia t ion

• Need :

• Large number of firms

• Enough firms that individual actions doesn’t lead to 
retaliation

• Free or easy entry and no collusion

Oligopoly

• Marke t  s t ruc ture  wi th  smal l  number  of  

f i rms

• Common  marke t  s t r uc tu r e

• Emerges  in  mature  marke t s  where  indus t ry  

sa les  g rowing  more  s lowly
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Oligopoly

• Mature  indus t ry  can t  s imply  pro tec t  marke t  

sha re  to  ma in ta in  g rowth

• In te rdependence :  ac t ions  wi l l  l ead  to  

responses

• Need  to  

– A t t a c k  r i v a l s

– C o l l u d e

Cartel

• Clear  advantages  to  co l lus ion :  reduce  
uncer ta inty ,  increase  prof i ts ,  prevent  ent ry

• If  col lusion open and formal  i t ’s  a  car tel

• Car te ls  i l lega l  in  US but  not  e l sewhere

• Anti  t rus t  and s ize  of  market

• How does  a  car te l  se t  pr ice?

• Cons ider  cos t  curves  and  revenues  for  car te l  
as a whole:

Cartels

• So  wi l l  se t  monopoly  p r ice

• But  then  needs  to  a l loca te  ou tpu t  to  each  
m e m b e r

• Max profit  if  allocate so all MC of all  firms equal

• Unlikely to happen as likely to be negotiated and 
more influence more output

• High cost firms unlikely to take small quotas offered

• Often  sa les  a l located  based on pas t  sa les ,  
c a p a c i t y …

Cartels

• Car te ls  a re  l ike ly  to  be  uns table

• I t  i s  in  in teres t  of  companies  to  leave or  

cheat

• I f  they  can  reduce  pr ice  they  can  increase  

sa les  and prof i t s

• Many  example s  o f  such  p rob l ems  - O P E C
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Price leadership

• In  many  ol igopol is t ic  indus t r ies  there  i s  a  

dominant  f i rm

• Can  become a  p r ice  l eader

• Cons ider  one  la rge  f i rm and  number  o f  

smal ler  ones
• Dominant firm sets industry price

• Dominant f irm maximises profi ts  MC=MR

Strategic behaviour

• When  cons ider  o l igopo ly  have  s t ra teg ic  

b e h a v i o u r

• Other  companies  ac t ions  and  reac t ions  

mat ter

• Usefu l  method  of  ana lys i s  i s  game theory

• Makes  sense  o f  common  s t r a t eg ic  behav iou r  

in  business  world

Games

• T w o  p e r s o n  g a m e :  s i m p l e s t

• R u l e s  o f  g a m e :  h o w  r e s o u r c e s  c a n  b e  e m p l o y e d

• S t r a t e g y :  w h a t  p l a y e r  w i l l  d o  u n d e r  c o n t i n g e n c y

• P a y o f f  m a t r i x :  r e w a r d  b y  o u t c o m e

• D o m i n a n t  s t r a t e g y :  

• Allied B; Barkley 1

• Whatever the other does individuals will choose this

• Gives solution

Nash Equilibrium

• Make Barkley 's  prof i t  $4 mil l ion i f  i t  

chooses  s t ra tegy 2  and Al l ied  chooses  

s t ra tegy  2

• No longer  a  dominant  s t ra tegy  for  Barke ly

• I t  depends on what  All ied does
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Nash Equilibrium

• I f  A l l i e d  a d o p t s  s t r a t e g y  A  B a r k l e y  w i l l  m a k e  

m o r e  p r o f i t  i f  i t  c h o o s e s  1  

• I f  A l l i e d  a d o p t s  s t r a t e g y  B  B a r k l e y  w i l l  m a k e  

m o r e  p r o f i t  i f  i t  c h o o s e s  2  

• A l l i e d  d o m i n a n t  s t r a t e g y  i s  B  s o  B a r k e l y  wi l l  

c h o o s e  2

• T h i s  i s  N a s h  e q u i l i b r i u m

• Doing best it can given the others action

• Neither has any reason to change

Nash equilibria

• I f  dominant  s t ra tegy for  each  then  bes t  
regardless  of  what  other  does

• I f  Nash  equi l ibr ium each  adopts  s t ra tegy  
tha t  i s  bes t  g iven what  the  o ther  has  done 

• Can be  no  Nash  equi l ibr ium

• Can be  more  tha t  one .  Can see  in  next  s l ide
• Allied adopts A Barkley will  adopt 2

• Allied adopts B Barkley will adopt 1

Cournot Equilibrium

• C o n s i d e r  d u o p o l y
• Homogenous product 
• Same cost functions

• Aware of demand function (linear)

• E a c h  f i r m  a s s u m e s  t h e  o t h e r  w i l l  h o l d  o u t p u t  

c o n s t a n t  r e g a r d l e s s  o f  t h e i r  b e h a v i o u r

• E a c h  f i r m  m a x i m i s e s  p r o f i t  o n  t h i s  a s s u m p t i o n

• E a c h  f i r m s  o u t p u t  l e v e l  w i l l  d e p e n d  o n  w h a t  i t  

t h i n k s  t h e  o t h e r  w i l l  d o

• C o n s i d e r  e x a m p l e :  3  a l t e r n a t i v e s
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Cournot equilibrium

• In  each  case  Carpenter  takes  the  expec ted  

ou tpu t  o f  Hanover  and  then  de te rmines  i t s  

o u t p u t  M C = M R

• From this  exerc ise  can plot  a  react ion curve  

and do a  s imi lar  exerc ise  for  Hanover

Cournot equilibrium

• E q u i l i b r i u m  i s  w h e r e  r e a c t i o n  c u r v e s  i n t e r s e c t

• E a c h  f i r m  i s  m a x i m i s i n g  p r o f i t s  a n d  i t s  

e x p e c t a t i o n s  a b o u t  t h e  o t h e r s  o u t p u t  i s  c o r r e c t

• N o  i n c e n t i v e  t o  c h a n g e

• N a s h  e q u i l i b r i u m

• C o u r n o t  h a s  p o o r  d y n a m i c s  s o  n o t  u s e d  m u c h :  

d o e s n ’ t  e x p l a i n  h o w  f i r m s  m o v e  t o  e q u i l i b r i u m  

Prisoners dilemma

• B e s t  k n o w n  g a m e  a n d  u s e f u l  f o r  o l i g o p o l y

• T w o  p r i s o n e r s  b e i n g  q u e s t i o n e d  s e p a r a t e l y  a n d  

w i l l  g e t  a w a y  i f  d o n ’ t  c o n f e s s ,  b u t  i f  t h e y  b o t h  

c o n f e s s  t h e n  b o t h  g o  d o w n ,  b u t  i f  o n l y  o n e  

c o n f e s s e s  t h e y  w i l l  b e  t r e a t e d  l e n i e n t l y

• W h a t  w i l l  h a p p e n ?

• C o n s i d e r  e x a m p l e :  
• two producers of specialised scientific instrument

• Form cartel to maintain price
• Have option of cheating
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Prisoners dilemma

• D o m i n a n t  s t r a t e g y  i s  t o  c h e a t

• O u t c o m e  w i l l  b e  b o t h  c h e a t

• W o u l d  n o t  h a v e  h a p p e n e d  i f  t r u s t e d  e a c h  o t h e r

• D i f f e r e n t  i n  t h e  c a s e  o f  r e p e a t e d  g a m e s
• Don’t need to collude just assume other sensible
• Could have ‘tit for tat’ strategy

• M o s t  f a v o u r e d  c u s t o m e r  c l a u s e
• Means if reduce price after purchase early customer gets 

compensated

• Not necessarily introduced to benefit consumers
• Leads to payoff from price cutting reduced

• Reduces chances of cheating

Oligopolistic behaiour

• W o r l d  o f  s t r a t e g y :  t e n s i o n s ;  a c t i o n  r e a c t i o n

• N o n  t h r e a t e n i n g  b e h a v i o u r  p o s s i b l e

• A b i l i t y  a n d  s p e e d  o f  r e t a l i a t i o n  i m p o r t a n t

• C o m m i t m e n t  i m p o r t a n t
• Convince rivals committed to strategic move
• Convince rivals committed to retaliation

• Convince rivals not threatening: build trust

• C o m m i t m e n t s  a n d  t h r e a t s  m u s t  b e  c r e d i b l e
• Company Gelhart threatens to respond to price cut

• But not very credible
• Regardless of LIV being high or low Gelhart benefits more 

from high price

Oligopolistic behaviour

• In  long run can have entry  and exi t  

• Above average  prof i t s  wi l l  a t t rac t  f i rms

• Easy  ent ry  wi l l  e rode  car te ls /col lus ion

• Ol igopol i s t s  can t ry  to  deter  ent ry  by threats

• Cons ider  example :
• Salem must decide to enter

• In this case it will; threat to resist not credible
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Barriers to entry

• Lotus could increase capacity, lowering its profits 
but making its threat credible

• Now Lotus better off resisting

• Salem has more to lose

Barriers to entry

• Sunk cos ts :  genera l  barr iers :  cos ts  

es tab l i sh ing;

• Using  adver t i s ing

• Pre- empt ive  s t r ikes :  moving f i r s t  to  prevent  

the other e g  two  shop  cha ins  cons ide r ing  

m o v i n g  i n t o  a  t o w n

Developing analysis

• Games  can  have  sequent ia l  s t ruc tures

• C o n s i d e r  C o m p a q  a n d  H-P  (be fo re  merged )

• Decide whether to expand productive capacity

• Compaq to move first

• Can  deve lop  a  dec i s ion  t ree
• Have to solve by backward induct ion
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Developing analysis

• Eva lua te  payof f  to  H-P  a l l ows  Compaq  t o  

de termine  what  they  wi l l  do .  Makes  

Compaq ' s  op t ions  c l ea r

• If  Compaq expanded then H- P would not: Compaq 
gets 150

• If  Compaq did not expand H- P would: Compaq gets 
60

• Compaq expands  and H- P doesn’ t


