“De Beers and Beyond: The History of the International Diamond Cartel” by London Business School

Jewellery diamonds are unjustifiably expensive, given that they are not scarce and would cost only $2 to $30 if put to industrial use. This has been mainly due to De Beers maintaining a unique purchasing and marketing cartel. Lately more and more players have been ready to challenge the cartel. 

- Diamonds were first found in South Africa in 1867 (prior to which there were only diamonds in India and Brazil). The scarcity of resourceful land and the need of a minimum infrastructure forced miners to live together. Digger committees were formed that fought off latecomers and gave out claims in a region. Scale concerns made claimholders merge with bigger claimholders. Equipment for digging was hired by groups and hence cooperation was intensified. 

- 1880, Rhodes (a businessman) started De Beers and by 1887 it was the sole owner of South African diamond mines and he managed the distribution channels (merchants abided to Rhodes’ terms of business because they had similar interests in high prices and a sense of scarcity). 

- Oppenheimer (a German businessman) noticed that De Beers cartel might not be sustainable in the long-run since there was an incentive for members to break away in the expectation of higher quantities and prices. New diamond reserves in Australia, Siberia and Western Africa also added to the difficulty.  In 1926 Oppenheimer gained full control of De Beers. He made members sign an exclusive dealing requirement (i.e. making outside contracts almost impossible).

Structure of De Beers

* A subsidiary of De Beers buys all the diamonds from all producers (incl. De Beers’ mines itself, which represented about a ½ of total supply).

* Each year De Beers determines the total amount of diamonds it plans to sell in the market (each producer gets a certain % of total output, De Beers buys their diamonds and markets them through its Central Selling Organization (CSO)). 

* The CSO regulates the quantity and price in the market. Diamonds are bought and sold at sights, held ten times a year, few dealers refuse a packet of diamonds offered to them. Haggling over price and quantity could lead to dealers not being invited again (80% of the world’s diamond supply used to go through the CSO, now it’s between 65-75%)

* De Beers keeps diamonds a scarce commodity by purchasing excess supplies and through advertising.

Beneficial for producers, they are provided with a steady inflow of foreign currency.

Beneficial for dealers, as they enjoy stable price increases, which are passed onto consumers.

De Beers benefits by charging handling fees, there is a large incentive to by-pass the CSO.

Threats to the cartel

- Diamonds were held for investment purposes in Israel (especially in the 70’s when there was high inflation). This artificial reduction of supply led to high prices, but De Beers had no more control over how many diamonds were in the market (i.e. it did not want diamonds to be resold). This created room for speculation on diamond prices. De Beers solved this by: 1. levying a surcharge on diamonds sold through the CSO, which it could easily withdraw if it suspected speculation (hence dropping prices of diamonds drastically). 2. De Beers warned the Israeli dealers that they should not disobey the CSO or their orders would be cut by 20%. 3. Israeli dealers continued and finally they were excluded from the sightings (the highest penalty). Prices came back to normal and Israel complied again, however, it had paid a high price of defection. However, De Beers also suffered as they had to buy up the large quantities that speculators decided to sell (Stocks of De Beers were worth $2 billion in 1984).

- Zaire, who contributed less than 3% to world output, undercut the cartel by selling some of its stocks in the free market for industrial diamonds. De Beers reacted by selling some its stocks and Zaire saw its revenues drop drastically as diamond prices dropped. It soon obliged again.

- Large quantities were discovered in Serbia in 1957, which presented about 20-30% of world production. De Beers negotiated a deal with the Soviet government that 95% of Russia’s diamond output would be channelled through the CSO. The Soviet Union realized the potential from undercutting the cartel (Soviet Union was in political turmoil and required foreign currency inflow). De Beers conceded by buying up all of the Soviet Union’s supplies (i.e. providing a steady inflow of FX) and the Soviet Union decided to comply. Other suppliers saw this happen and forced De Beers to concede a price increase of 7.5% otherwise they would join Russia.

- October 1987, investing in diamonds became attractive again especially with the stock market crash. De Beers raised prices at sightings and discouraged purchasing for investment purposes, but members did not comply and either resold packages at a premium or built up their own supplies. De Beers replied by managing demand (i.e. targeting new consumers group (e.g. males) and stressing that “diamonds are forever”, thus not to be resold!).

- Large discoveries in Australia posed a new threat, similar in size to Russia’s. Argyle Diamonds Miners Plc. entered niche markets for diamonds, such as rare high-priced coloured gems, hence not upsetting the industry leader. De Beers cut prices and the quantities it sold of Argyle’s diamonds. Argyle disagreed and broke away from the cartel. It has since marketed diamonds independently.

- Angola, a small producer, but it deviated from the cartel by increasing supply. De Beers left it unpunished.

- Large discoveries in Canada led to a battle for exploration between De Beers and Australia’s BHP. BHP won and De Beers has been encouraging it to sell through the CSO but BHP fears an anti-trust investigation by the US.

- Beginning of the 1990’s, Russia was in need of hard currency and credit (using its vast diamond supplies as collateral). Russia signalled to the De Beers its size of diamond stockpile (about 200 million carats), this would be enough to form a distribution cartel similar to the CSO. But if Russia cannot guarantee a buyer nobody will give it a loan. Russia ‘leaked’ about $800 mln. Russia made new demands to the CSO (a larger share of sales, higher prices and a seat on the board). De Beers saw that there was a conflict of interests between state-run firms (wanting short-run foreign currency cash flows) and other mining firms (that sought high prices and limited supply). In 1996 De Beers ended its agreement with Russia and Russia wanted to re-negotiate. De Beers also saw that Russia would be important to the cartel and it started to gain control over the Russian diamond industry by buying up assets. 

- Threats are occurring at shorter and shorter time intervals. 

“De Beers and Beyond: An Update (1997-2003)” by Reichel and Kretschmer (London School of Economics)

 * In the last century De Beers has kept diamonds precious by buying up of excess supply and stockpiling it to protect prices and by advertising.

* Late 1990’s, diamond market increasingly competitive (market share decline from 80 to 65% in 1999). The market was characterized by flat demand and excess supply. De Beers had to change.

3 main areas of change for De Beers:

1. Increasing efficiency and cutting costs by 15% (increase transparency and customer-focus)

2. Go private to avoid shareholders’ demands for short-term profit

3. Supplier of choice strategy by promoting more competition downstream while binding them close to their upstream business

Further detail on changes 2 and 3:

2. Throughout history De Beers had to decrease profits to balance the market (prevent excess supply and sanction competitors). It hence realized it had to ensure long-term profits rather than for short-term minded shareholders.

3. * Foster advertising and branding efforts by downstream firms and bind customers close to the upstream business (i.e. producers). It reviews those that it sells to by looking at their financial standing, market position and distributional and marketing strength. These sight holders then benefit from De Beers steady supply of diamonds and marketing activities.

* A primary goal was to initiate consumer demand where retailers create their own brand and advertise (i.e. more effective because it is closer to the customer). BUT, the growth of the industry continued to underperform and it was clear that downstream retailers were free-riding on De Beers marketing efforts. De Beers made the decision to choose only the best retailers and train them in marketing and advertising. In addition, its diamonds were now inscribed with the new name of the CSO, which was now ‘diamond trading company’

* Competition in branding developed, especially as De Beers lost its grip on the industry. Other diamond suppliers, such as BHP and Alrosa, now needed to create a brand. De Beers did this by creating a joint venture with LVMH (seeking a price premium of 25-30% over unbranded jewellery). There is hence a trend towards vertical integration of producer and seller. De Beers was successful because it already benefited from a strong brand name among consumers (this resulted in network effects downstream).

Further developments in operations and exploration:

* De Beers is still having trouble in establishing itself in the Canadian market, worth 17% of the total market. Other firms are buying up mining companies.

* Continuously improving its ties with Botswana and Namibia

* Civil war in Angola and the Congo has challenged the cartel. United Nations has started investigations into De Beers exploiting the natural resources of the Congo.

* Russia is still a concern. In 2001 the official contract between Alrosa, from whom De Beers bought diamonds, and De Beers ended. New agreement to buy $4 billion a year is under review by the European Commission for abuse of market position by De Beers. The question remains whether Russia benefits from a fixed contract with De Beers or is it better off exploring other opportunities and selling on a willingly basis with De Beers?

Challenges to the diamond market:

* Expected to grow by 4% over next 10 years

* Greater demand from developing countries, such as India and China

* Experts believe 50% of value increases will be because of price increases rather than higher sales. Does this contradict De Beer’s demand-driven strategy?

* Intensified advertisement and branding will lead to higher costs and higher prices will lead to consolidation of retailers. Currently, there are 130 different diamond brands, the market can simply not sustain this.

* Downstream firms have been stockpiling, as De Beers has been selling off its stockpiles in recent years, in the anticipation of price increases and low interest rates.

Conclusion

Diamonds industry has become increasingly competitive up and downstream. It remains to be seen whether the supplier of choice strategy will defend De Beers from further challenges in the future.

“Angolan Diamonds. De Beers’ worst friend” by The Economist

Angola produces 15% of the world’s output of diamonds. They are the high-quality gems, costing around 3 times as much as South African diamonds. Civil war has been diamond production by Angola highly volatile. In 1992 UNITA captured the Cuango valley, where some of the best diamonds lie, they have been producing and smuggling out large quantities of diamonds. De Beers had no choice but to buy them up in the market. Since then the government has regained control over the Cuango valley and has started to hand out concessions to miners to mine for diamonds. De Beers has been lagging behind to its rivals in acquiring these concessions. Other firms and especially Russia have been interested in dealing with these mining and production companies outside of De Beers cartel. 

De Beers is trying to persuade producers from Angola to sell through it CSO (especially a large consortium in the Cuango Valley). However, Angola is unwilling to comply since they remember the times when De Beers charged them huge fees and hence they were underpaid for their gems. Whether De Beers can re-gain control depends a lot on the political situation, but it seems not wise to bet on a total re-gain of control. 

“De Beers is it” by The Economist

Global demand has fallen by 5% in 1998, especially driven by a 20% decrease in Japan’s retail market, posing a new threat to De Beers. The CSO absorbs this drop in retail demand by restraining supply. But De Beers cannot sustain this forever, especially since it is highly costly to stockpile (even before the fall in demand De Beers had about $4 to $5 billion worth of stock). 

Supply is also conspiring against De Beers (2 mining firms in Canada are threatening to flood the market). Analysts believe Canada’s output could boost sales outside the cartel by a 1/3rd. This would make it costly for De Beers to keep prices up. If the cartel’s market share dropped there would be no incentive for any producer to promote diamonds (i.e. defection is detrimental to all). Advertising has become increasingly important for De Beers. Even if diamonds become like any commodity market De Beers is likely to remain market leader, since it has lowest costs and its mines produce half of the world’s gems. However, De Beers margins have shrunk already and in such a scenario they would shrink even more.

* De Beers could avoid commoditisation and providing a free ride to its rivals by advertising only its own diamonds. The brand could be used as a signal to consumers, who currently cannot distinguish a $10,000 diamond from a $100,000 diamond. De Beers is currently etching in its logo into the diamonds it sells.

* Meanwhile De Beers continues to concentrate on controlling supply through joint ventures (in Angola its improving its political connections and buying mines).  

* The author believes De Beers dominance is likely to erode. It could become the Coca-Cola of luxury brands- a giant that faces competition elsewhere, but still has the distribution and marketing to set prices in many markets. 

Notes on how I would answer the questions discussed in class

Q1: Describe mechanisms (with examples) DeBeers has used to (a) ensure that prices remain consistently high in the global diamond market; and (b) to ensure that any deviant player is adequately punished to maintain the success of the cartel.

- To keep prices high it has used the CSO as its main mechanism, where it allocates the production it has bought up from producers and does so in order to sustain scarcity and hence high prices in the industry. It has also advertised its diamonds heavily to retailers.

- In order to do this it has had to ensure that it had full control over production. There was a clear incentive for especially large producers to deviate and increase their own quantities and profits. It has used several mechanisms to sustain collusion: 

*sell through a central organisation, 

*punish deviators by excluding them from the sales 

*advise deviators of the benefits of the cartel (e.g. Israel) *Flood the market to diminish benefits in case of deviation (e.g. Zaire) 

*More recently it has concentrated more on demand and ensuring a strong downstream brand of diamonds sold through De Beers

Q2: Consider the price cartel model dealt in the second handout. In the model, the discount factor δ can be interpreted as 1/(1+r) where r is the risk adjusted interest rate (nominal interest rate plus a risk premium rate). Note that in times where the future becomes more uncertain and people are risk averse, the required risk adjusted return (interest rate) will be higher and consequently δ will be lower. Use the conclusion of the model (always remembering that the model is simple and hence cannot capture all the richness of reality) to shed light on the actual fortunes of the diamond cartel in the past and more recent times.

- When the future becomes more uncertain it is discounted heavier to account for the higher inherent risk. In cartel formation and sustainability members discount the future payoff from cooperation and if that is higher than their discounted payoff from non-cooperation they will cooperate. 

- In the case of the De Beers cartel this can be applied nicely. As more players entered the future of the cartel became increasingly uncertain (as coordination and observance became more difficult) and hence the discount factor decreased (i.e. higher r) making cooperation less likely. 

- Also, we could say that the game became increasingly to look like a finite game (hence increasing the incentive to deviate in the short-run even more). 

- In addition, large suppliers often sold some of their production outside of the CSO. This added to the uncertainty for members, especially as large suppliers, such as Russia and Canada did this.

- Random shocks to supply (e.g. in case of the civil war in Angola) reduced the incentive for De Beers to use the grim trigger strategy (i.e. exclude Angola from further cooperation).

Q3: ‘Judo Economics’ refer to a guerilla warfare situation where an entrant attacks the market of an (usually big) incumbent in a small specialist segment/niche/product. If the entrant attacks the whole market of the incumbent, the incumbent could retaliate very strongly and this coupled with the already established reputation of the incumbent might doom the prospects of the entrant. Recognizing the futility of an all out warfare, the entrant attacks a small segment/niche/product hoping that the incumbent will find it too costly to start a price warfare in this small segment as this could depress the price/reputation of the incumbent across the incumbent’s whole spectrum of products. An example could be Easyjet’s (mid 90s) entry into low margins no frills airlines market in UK (serving some popular routes within UK and a few not so far away airports in the continent) where British Airways was the targeted incumbent. For quite sometime, BA did not retaliate for fear of depressing prices over much larger volumes of traffic. It also hesitated to take on Easyjet specifically in the no frills segment as this could tarnish BA’s reputation in the top end of the market (which was BA’s focus). Finally, after some years erosion of profits, BA introduced a new company called ‘Go’ which was to take on ‘Easyjet’ directly, though by this time Easyjet was well established. In this case,

there appears to be a situation of ‘judo economics’ attempted by an entrant. Identify the entrant and explain this move. However, Debeers did retaliate after sometime. Explain this move of Debeers.

Q4: Explain how DeBeers organizes its sightings (where diamonds are sold to dealers through the Central Selling Organization). Explain how the principle works for DeBeers?

Q5: When Angola went into civil war and started exporting rough diamonds directly to the market, DeBeers did not inflict any punishment on the Angolan diamond producers. This was very unlike DeBeers’s reaction to other deviant producers. What might have prompted DeBeers not to react?

Q6: Discuss Debeer’s branding efforts (from the second article from ‘The Economist’). Should Debeer’s have attempted this earlier?

