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Introduction: Example (DVD vs. DIVX (Circuit City))

At the introduction of the DVD, sales went well until Circuit City (chain retailer) announced release of own format that would be potentially incompatible with DVDs. Yet, CC offered only two test markets. When it did follow through, DVD took off and CC had to advertise DIVX alongside DVD (not as an alternative anymore). Entry failed. [S.Hä.: “Isn’t this a bad example?” – comments welcome].
Incumbents should take entry into account when making their strategic decisions. Entrants threaten incumbents in two ways.
1. take market share

= take share of “profit pie”

2. intensifying competition
= \profit pie b/c \p (due to more firms)

Definitions, Concepts, Decisions + Game Structure
Entry
´
can be 
1) new firm



2) firm diversifying product line



3) firm diversifying geographically

The form of entry is independent of costs of and responses to entry.

RULE OF ENTRY:  Profit-max. (risk-neutral) firm should enter if:

Sunk costs of entry < NPV of post-entry profits





NPV PEP = f((post-entry demand), (post-entry costs))

Here the strategic structure of the game comes into play: 

Since NPV of (post-entry profits) PEP is a function of post-entry demand (PEDc) and post-entry cost (PECc) conditions, when considering entry, the entrant has to take into account the reactions of the incumbent and their effects on PEDc and PECc.

Exit 
can be

1) go bankrupt

(see above)
2) ceasing production (closing production line)


3) retreat from market

Change in ownership without ceasing production is not an exit. 

Definition: A risk-neural, profit-maximising firm exits if 

NPV of assets in best alternative use > NPV of assets in current use

Facts

In general (Dunny, Roberts and Samuelson (1998)) entry and exit are pervasive in any industry. In a typical industry about 1/3 of firms are 0-5 years old, and about 1/3 exit in next 5 years.

· Entrants and exiters are smaller than est’d firms

· Most entrants do not survive the next 10 years. Those who do grow very strongly/ fast.

· Entry and exit rates vary by industry and maturity of industry. Managers should know the entry and exit conditions of their industry.

Bain’s typology of entry conditions: benefits from entry-deterring strategies

	
	
	Incumbent’s benefit from deterrance

	Barriers
	
	Low
	High 

	Structural
	High
	1
	

	
	Low
	2
	

	Strategic
	
	
	3


1. Blockaded Entry


Structural barriers are so high, incumbent does not need to do anything to deter entry, e.g. large fixed investments, or entrant sells undifferentiated product (with p=MC)

2. Accomodated Entry


Entry is so attractive, incumbent should not waste resources to prevent it, e.g. demand grows, technological innovation. This is the case when structural barriers are low and entry-deterring strategies are ineffective and/ or costs (deterring) > benefits (deterring).

3. Deterred Entry


Incumbent can keep entrant out with entry-deterring strategy. Benefits (deterring) > costs (deterring), i.e. deterrance raises profits fro incumbent.

Barriers to Entry (and Exit)
Basic definition 

Barriers to entry allow incumbent to earn positive economic profits while they make it unprofitable for potential entrants/ newcomers to enter. Take mainly two forms, structural or strategic.
- Structural

Factors beyond the control of the firms in the market. Incumbent has natural cost/ marketing/ etc… advantage, maybe through favourable regulations or in a network business, by owning the network, e.g. railways, telecoms.

- - Control of Essential Resources

Incumbent is protected from entry, if it controls resources needed for production (also through patents), i.e. maintains monopoly/ oligopoly by controlling the inputs, e.g. DeBeers in diamonds.

Risks: 

· New sources might emerge (DeBeers: diamonds from Canada)

· Resource owner might want high price (to sell resource or whole asset) (e.g. DeBeers: when they wanted to buy out Canadian diamonds)

· Regulation can change, patents can be invented around

[image: image1.emf]- - Economies of Scale and Scope (EScaSco)
· Scale: Incumbent has substantial cost advantage when operating beyond minimum efficient scale (MES), incumbent would have to charge higher price to be profitable. MES = f(market share), e.g. industry with 10.000 units. I = 1000 units = 10% and E = 200 = 2%.

· Scope (Marketing Advantages of Incumbency)
· e.g. in the cereals-industry, where the brand name can be easily leveraged onto other products. 

· Umbrella Branding: lowers costs of introducing new product for I, as brand equity can be leveraged onto new product. E has to invest large amounts to overcome the uncertainty (with customers) when introducing new product. Also, the main brand’s reputation may help to negotiate the vertical chain since the main brand already has a reputation.


· EScaSco play a role as they force potential entrants to enter on a large scale or with many products to achieve cost parity
. 
[image: image2.emf]Structural Barriers to Exit

Although conditions (i.e. conditions at which, had the firm known that these exist for sure would have not entered in the first place) for exit are present (see above), firm might not be able to exit. Normally pexit = pentry, yet exit barriers => pentry > pexit Thus firms might still stay in the market. High exit barriers are evaluated negatively when evaluating an industry. In general, exit barriers = obligations that firm must meet, even if production = 0
- e.g. input suppliers, labor agreements
- Relationspecific productive assets, low resale vaue => barrier to exit

- Regulations 
- Strategic 

Incumbent actively deters entry, through entry-deterring strategies (EDS). 

1. Limit pricing 

(price low before entry, to deter)

2. Predatory pricing 
(price low after entry, to drive out)

3. Capacity expansion
(threat of flooding, after entry)

When does it pay to deter entry:
I. Incumbent earns higher profits before than after entry, i.e. as monopolist than as duopolist

II. EDS changes entrants’ expectations about postentry competition

- - Slashing prices (before entry = limit, after entry =predatory pricing)

- - - Limit Pricing

Incumbent discourages entry by charging a low price before entry occurs. Entrant infers that post-entry price would as low and even lower, which most likely would not be profitable and stays out.
---- Classical Argument

Often in the logic of 2-year market, where I choose in first year, E observes and can enter or not in 2nd year. i.e. STRUCTURE of the GAME: SEQUENTIAL (whereas competition in the second stage is simultaneous): 1st year observing I and then deciding what to do. I knows that E observes and takes that into account when deciding in first year. The logic yields that I should set low limit price in 1st period and E stays out. Thus I can earn monopoly profits in the 2nd period.
---- Problems: Not rational. Rests on non-credible threats

Artificiality of 2-year model. In a realistic setting, firms might have to limit price every year to deter entry. Thus cannot earn the monopoly profits in the second period. For second problem cf. game tree.
 
Limit Pricing Eq. = Dashed Line, which is not SPNE.

SPNE = red line, because incumbent knows it cannot credibly deter entry.

Limit pricing fails because entrants see that price reductions before entry are artificial. They do not commit incumbents to maintain low prices after entry. Incumbents will acquiesce. 
REAL WORLD: firms do not follow the model. They limit price. Xerox-Expl.

- - - Predatory Pricing

Set low price to drive other companies already in the market out of business. Logic behind the argument and behind the backward-induction explanation of the Chain-Store-Paradox is: to drive others out of business is costly. These costs, (losses) can be recouped afterwards through the exercise of market power. (Slash now, kick’em out and gain tomorrow) 
---- Chain Store Paradox

Incumbent faces entry in 12 markets, in which it operates. Shall it predate in first market? By BI, it is rational not predate in the last market, since there is no further market, into which entry could be deterred. BI… Thus predation is irrational. 

Paradox: Although theory shows that predation to deter entry is irrational, (in the real world) many firms slash prices to deter entry, e.g. Standard Oil or Gunpowder Pool.
- - - Rescuing Limit Pricing and Predation: Uncertainty and Reputation

Limit and Predatory Pricing might be profitable under uncertainty.

Limit Pricing

Entrants are uncertain about I’s costs (or some other I-feature) or about demand. In order to deter entry incumbent wants to convey that post-entry profits will be low. If conditions are certain, then entrant will calculate scenarios and choose best. If things are uncertain E’s expectations will be affected by I’s observable choices/ behaviour (Bayesian updating), e.g. price/ quantity choices, e.g. affect E’s estimate about I’s costs.
This can result in a separating equilibrium. Consider it could be a high-cost or low-cost incumbent. The high cost I could act strategically and try to disguise his costs by selecting a lower price. However, a low-price incumbent would choose an even lower price, far below, to make sure to be visible by entrant as low cost, since only the low cost incumbent could afford such a low price => low price=credible signal that it is a low cost I.

For this to work, the entrant must be unable to infer I’s costs from limit price. This is the case if E cannot distinguish between I’s costs and market demand conditions. Low price signals: costs may be low and/ or market demand.
Predatory Pricing

Similar arguments. CSP is a paradox built on complete information. Yet, what if one cannot tell? A little uncertainty destroys logic of CSP. A “tough” incumbent would slash prices in last period, an easy “incumbent” wouldn’t. A “tough” incumbent, i.e. one that wants to deter entry wants to establish a reputation for “toughness”, which would begin in period 1. Every time I accommodates entry, its reputations goes into the direction of “easy”. => Most important is reputation, not incumbency.
- - Capacity Expansion and Excess Capacity

Excess capacity may deter entry even when entrant has complete information about incumbent because it can easily increase output and flood the market after entry. Prices fall affecting post-entry profits of entrant, for which post-entry profits < sunk costs => entrant stays out. Idle capacity as a credible commitment to increase output, once entry occurs.
Judo Economics and “Puppy-Dog-Ploy”
Above examples are examples where larger companies put smaller at disadvantage because of size and reputation. Sometimes smaller firms fare better, though. Driving out entrant happens at cost of I’s short-run profits (which is the more severe, the larger and more powerful I). Thus, if entrant can convince that it poses no threat to long-run profits, I may find it profitable to acquiesce. 
Expls.  - Brainiff and American Airlines


- Netscape and Explorer


- Amazon and Barnes&Nobles

Exit-Promoting Strategies

Price wars: Wars of Attrition

WoA: Two or more firms expand resources to battle with each other.  The survivor claims all the reward while the looser gets nothing and regrets ever participating in the war. If the war lasts long enough, even the winner might be worse off as it was so costly. (Expl.: USSR-US nuclear arms race) 
The more a firm believes it can sustain a price war the more it is inclined to enter one and stick with it. Also, it wants competitors to think it can sustain such a war as it then will rethink and exit earlier.

Also a firm with exit barriers is well-positioned in a price war as it is commited to stay in there anyway. 
Evidence on Entry-Deterring-Behaviour 

Very few. Hard to detect. Mainly survey data. See below p. 
Ch. 9 Examples:

· Hyundai’s entry into the steel industry (Facts)
· Patent protection in the pharmaceutical industry (Structural Barriers - Regulation)

· Barriers to entry in the Australian Airline Market (Economies of Scope and Scale)

· Entry Barriers and Profitability in the Japanese Brewing Industry 

· Limit Pricing by Xerox

· Coffee Wars (Predatory Pricing)

· DuPont’s Use of Excess Capacity to control the market for Titanium Dioxide
Links to other topics of the course

- marketing: EScoSca, marketing advantages of incumbency, umbrella branding

- Uncertainty, Use of Bayes’ rule under uncertainty in limit/ predatory pricing
- contestable markets as benchmark, hit-and-run entry

- commitment

- venturing and i/entrepreneurship, new divisions, product lines

- decision to enter/ leave markets, divest business lines, leading a corporation
- nature of the free market: entry and exit are pervasive.
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� However, entering on a large scale of scope is only problematic if one cannot recover the entry costs (would entrant to decide to leave market again). Thus actual source of entry deterrence are the sunk costs of the up-front investemt needed for large scale or scope. This is illustrated by the counter-factual example of the hit-and-run strategy. Assume the entrant’s costs were not sunk. Then E would make investment needed, enter at large scale or scope and undercut I’s prices. If I retaliated would leave market and recoup investment. Thus the sunk cost are the underlying structural barrier to entry. (cf. Daniel Spulber (1989): Regulation and Markets).





� This only holds in markets that are not perfectly contestable. Most markets are not perfectly contestable, though. The concept of contestable markets is closely related to the concept of hit-and-run-strategies. DEFINITION: A market is said to be perfectly contestable, if a monopolist cannot raise price above long-run AC. If M did raise prices above AC, an entrant would enter undercut prices, reap profits to recoup sunk costs and leave as soon as retaliation strikes. Assume sunk costs for entrant are 0, E could always threaten to enter when p>AC. Thus incumbent needs to charge p=AC, yielding 0 profit just to keep entrant out. The mere threat of entry keeps monopolists from raising prices.





