DE BEERS – MN 415

Study Group 5 : Marco, Susana, Georgina, Neha, Xiao, Fatma,  Rakhi. 
Brief discussion of history 

DeBeers was founded by Cecil Rhodes in 1870. Since then, it has been a highly successful and effective controller of the diamond market having developed a unique purchasing and marketing cartel that has influenced prices in the market virtually undisturbed for almost a century. However, lately, more and more players have challenged DeBeers dominance and ever since, DeBeers has been struggling to keep the Cartel intact.

DeBeers’ traditional role has been to take on the position of the custodian of the entire industry, protecting producers, dealers and cutters through its cartel from the vices of free markets. In the last century, it has managed to do this by safeguarding its cartel from competitors, by buying off excess supply, storing it in vast stockpiles to protect the prices, and by launching advertising campaigns on behalf of the entire industry. (e.g. A diamond is forever....)

However, in the late 1990s, DeBeers realized that the diamond market was getting extremely competitive, especially with the opening of new diamond mines in Canada, resulting in a decline of DeBeers market share from 80% to 65% in 1999 and a general underperformance of its stock. In the current scenario, it is becoming increasingly obvious that in an industry where DeBeers is no longer the sole supplier of diamonds, the traditional custodian role that DeBeers has adopted over the past may not be sustainable. 

A diamond may be forever, but is the DeBeers cartel? 

1. Mechanisms De Beers has used to 

a) ensure that prices remain consistently high in the global diamond market

· By regulating the quantity and price of the diamonds in the market through the Central Selling Organization (CSO), that served as a clearing house for the entire industry.

· By maintaining the notion that diamonds are a scarce commodity. This they did through marketing campaings and by purchaising excess supplies when that was needed to avoid price decreases.

b)
to ensure that any deviant player is adequately punished to maintain success of the cartel
· By reducing the amount of diamonds allocated to any disobeying dealer (Israel 1970’s)

· By dismissing sightholders from the Syndicate’s diamond sightings (Israel 1970’s, Russia)

· By releasing in the market at a lower price the kind of diamonds the deviant player was trying to sell, making prices drop (Zaire, Australia)
2. According to the theory, the deviation possibility depends only on two variables, namely the number of firms (n) and the discount factor (δ). All other possible factors are being held constant or simply ignored. Among the most important assumptions there are: 

· All players are perfectly rational,

· None of the firms has more power than the other in price-quantity setting, in other words there is no cartel leader,

· Monopoly profit is divided equally between all firms in the cartel,

· Payoffs of all strategies are exactly known in advance by all firms, 

· Payoffs of all strategies are constant through the game,

· δ is same for all firms and constant in all periods,

· In punishment phases, the profit is zero to all firms in the cartel,

· Game will be played infinitely many times or no one knows when it is going to end, and the industry’s demand curve will be constant through out the game.

         Under these assumptions, cartel is sustainable if 

                                                               δ ≥n/(n-1).

       So as the number of firms increases, the sustainability of cartel will decrease. In other words, rational cartel would try to keep the n as small as possible.

       When we look at the DeBeers’ cartel, we can easily see that most of these assumptions do not hold. These is why, the theory it self is not enough to explain the all deviation related decisions of firms in the cartel, as we will try to explain below.

        First of all, in this cartel, all firms do not have equal powers and/or market shares; there is an obvious dominance of DeBeers. Quantity decisions of each firm are done by DeBeers as well as the price decision. So the other firms are, in a way, price takers as in the perfect competition case. Payoffs are known for the present period only and are different for each firm. Any information regarding δ is not given but claiming that r (risk adjusted interest rate) depends on the size of the firm (and hence differs from firm to firm) would not be wrong. Lastly, and probably most importantly, the punishment phase profits are not known by the firms in the beginning of the “game”, the only available information to the firms about this profit is the punishment profits of once deviated firms which are certainly not zero and changes from firm to firm. And if one firm deviates, it was this firm only (and DeBeers itself) who is going to suffer from punishment profits, not the other firms in the cartel because DeBeers was guaranteeing a certain amount of profit to them once they agree to sell through the CSO.

        Probably these are the main reasons why firms were not deviating even though n was increasing and, hence, their profits were decreasing.

        In addition to these, knowing that not accepting a new firm to the cartel would mean having a new competitor and as a result of the inevitable supply increase it would harm the scarcity notion of diamond, DeBeers was sometimes willing to increase n even though it is against the theory’s result. 

        But of course, the theory is still explaining, for example, why Russia in 1980s and Zaire in 70s disobeyed the cartel rules. These were because of the enormous profit potential from selling directly to the market. But apparently they miscalculated something and came back to the cartel (may be because of unknown punishment payoffs or may be simply they were not perfectly rational). Apart from a possible miscalculation, the fact that Russia was valuing a steady inflow of foreign currency more than a risky higher return was another reason for them to return to the cartel. 

        Russia’s attempt made other firms question the life of the cartel. They wanted to know it because it would change all their strategies: having big enough δ to satisfy the inequality given above was no longer enough to continue to be in the cartel.

        As we tried to explain, there are much more factors than n and δ values that affects the sustainability of the cartel.

3. “Judo Economics” refers to a situation where an entrant attacks the market of an unusually big incumbent in a small specialist segment/niche product. There is a situation of Judo Economics in this case, the entrant being Argle Diamonds Mines PLC, which was operating Australia’s most profitable mine. Argyle chose to operate in niche markets, such as rare, high priced gems or coloured gems. Argyle opted for this less aggressive strategy since all out warfare against De Beers would have provoked strong retaliation that may have doomed Argyle’s prospects (for instance the tough punishment De Beers gave to Zaire when it tried to sell on the free market. Zaire consequently suffered from a dramatic drop in its revenues.) By operating in niche markets Argyle was less likely to provoke all out warfare by De Beers. The strategy created a very profitable position for Argyle which could build an image of its own for coloured gems, especially as coloured gems are not an important part of De Beers’ marketing plan. 

De Beers did retaliate after sometime:

· The CSO imposed price cuts for most of Argyle’s gems of industrial and near gem quality. Consequently prices for the types of stones marketed by Argyle fell sharply and in the first half year of 1997 Argyle reported a set back in sales and profit. 

· It decreased the fraction of Argyle’s production that De Beers agreed to purchase to 85%. 

Argyle threatened not to renew its marketing contract with the CSO, but De Beers’ inflexibility eventually led to Argyle breaking away from the cartel in 1996. 

A possible reason for De Beers’ retaliation was to create a reputation of aggression i.e. send a signal to the industry that selling outside the CSO, even if in specialist segments, would not go unpunished. This ensures De Beers’ pre-eminent control over price and quantity in the industry. 

4. Until 1997, De Beers in order to maintain its monopoly focused its efforts on maintaining power in distribution through the Central Selling Organization (CSO), the marketing tool of De Beers. CSO regulated the quantity and price in the market. 

· As it is said in the case study, packages of diamonds were bought and sold at sights, held ten times a year in London, on a take-it-or-leave it basis.

· Then it was considered a privilege to attend these sights and no dealer dared to refuse a package offered to them, because if they did so the probability of attending the next sight was minor, if not zero.

· So CSO, and hence De Beers, enjoyed their power since over 80% of the world’s diamonds were traded through it.

· However, from 1997 and on the market for diamonds became more and more competitive.

· Therefore, De Beers had to build up a loyal supportive base in order to sell their output.

· So they introduced a strategy called “Supplier of Choice” (SoC), which included also a re-evaluation of current and potential sight holders through certain objective criteria like market position, financial standing, marketing strengths etc.

· Through this scheme, De Beers wanted to distinguish the more promising sight holders in order to invite them to benefit from a closer relationship with the company. (At the end of 2003, 25% of sight holders were disposed)

· De Beers guaranteed a steady supply of diamonds and the support of marketing activities of its sight holders through its “Added Value Services”.

(Refer also to APPENDIX 2 in the update of the case study)
5. In the midst of its civil war, Angola producers increased the supply of rough diamonds by selling them directly in the market while maintaining its agreement with De Beers. But De Beers didn’t  inflict any punishment on these producers. The main reasons are stated as follows. 

1. Angola was not quite big enough to destabilize the cartel on its own.

2. Angola problem was never perceived as a long-term threat to the CSO but a product of the political turmoil in country at that time. 

3. Angola’s supply of diamond is far from predicable and outside the De Beers’ control considering its turbulent political situation.
 Angola’s diamonds are plentiful and among the highest-quality gems in the world which cost around three times as much per carat as South African diamonds. But the unceasing civil war made the production quite unpredictable. In 1992, UNITA captured from the government the Cuango vally, where some of the best diamonds lie. De Beers had to buy the smuggled diamonds on open market at huge expense because of its little choice. When UNITA withdrew, the supply of smuggle diamonds from Angola slowed to trickle. From this fact, we could conclude that the supply of diamonds was quite unstable due to the situation of civil war and that was outside De Beers’ control. So De Beers wouldn’t observably change the supply of diamonds even inflicting any punishment on Angola’s producers. 

6. For over a century De Beers role has been the one of guardian of the whole industry. Every time it tried to prevent the threats by buying extra gems on the market and stocking piles of gems unsold. It negotiated with countries all over the world. But the cultures and selfish desires unstable this strategy. The efforts to by-pass the selling of diamonds through CSO has increases in the 1990s to a level it was too costly even for a large company as De Beers. The major problem was caused by the continuous discovering of new mines all over the world. The production share of the De Beers was just 44% in 2002 while the market share went down from 80% in the old days to 65% in 1999. Great number for a market leader, but not enough to maintain the position of the custodian and the monopoly of the whole industry. 

        In the late 1990s a necessary of a re-focus of the top strategy was necessary. The motto “ A diamond is forever” made no sense in the new scenario. De Beers did not represent the entire industry any more, it became just the top dog of it. The left 35% of the market share could benefit of the huge advertisement campaign of De Beers without incurring in the cost. Furthermore, the marketing cost did not produce any premium over the customer prize as the De Beers diamonds were not differentiated. 

       At the beginning of the new century, De Beers announced the change of its strategy. The Central Selling Organization became Diamond Trading Company (DTC) which a new logo Forevermark inscribed into its stones to ensure its quality so that the sightholders can use it to justify a high quality and receive a premium prize from the customers.

       De Beers tried to enlarge and keep the cartel together until it could. It has been successful for a lot of years, so that there was no need to change completely its strategy until now. In the 1990s we assisted to the last efforts of the De Beers to keep on with the old strategy so that it occurred in loss of profit. But this behavior was reasonable. A cartel is much more profitable for the companies than a competitive market. De Beers changed strategy at the right time, when it understood that its efforts would be much more costly in the future. And it changed it before incurring in heavy losses. 

        It is more interesting to understand why DeBeers cartel failed and other, for example the OPEC one, does not. 

        Firstly, in OPEC cartel there is not such a leader country as De Beers was. De Beers was not flexible in the negotiations, so that the great advantages of its deals were for De Beers and not for the other party. This created tensions and envy in the cartel forecasting greater profits in leaving the cartel.

        Then oil does not need a marketing campaign to create an image that it is worthy by the customers much more than an assembly of carbons. The free riding in marketing was one of the greater reasons for De Beers’ change of strategy.
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