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GLOSSARY OF SOME TERMS USED IN INDUSTRIAL ORGANIZATION (from "Modern Industrial Organization", D. Carlton and J. Perloff) From the first week of this course, you should understand and be familiar with the terms with an asterisk (*). You have studied these concepts in previous courses, e.g., Intermediate Microeconomics. By the end of the course, you should understand and be able to use appropriately all the concepts in this list.



A * adjustment costs: the expenses associated with changing the combination of inputs used in production. administered prices: prices are under the control of firms and not subject to the laws of supply and demand. * adverse selection: only consumers with the least desirable characteristics, that are unobservable to the firm buy the firm’s product. For example, only the worst risks buy an insurance policy. amortized: costs are allocated over the useful life of a machine. antitrust laws: statutes that limit the market power exercised by firms and control how firms compete with each other. * asymmetric information: one party to a transaction knows a material fact the other party does not know. * average cost (AC, average total cost, ATC): total cost divided by output: ATC = C(q)/q. * average fixed cost (AFC): fixed cost divided by output: AFC = F/q. * average variable cost (AVC): variable cost divided by output: AVC = VC(q)/q. avoidable costs: expenses, including fixed costs, that are not incurred if operations cease.



B barrier to entry: anything that prevents an entrepreneur from instantaneously creating a new firm in a market (see long-run barrier to entry). * best-response (reaction) function: the relationship between the best (highest profit) action by a firm and the action taken by its rival. bond covenants: restrictions imposed by bond holders on a corporation’s operations, such as choices of investment projects or further financing. bounded rationality: people’s limited ability to enumerate and understand all future possibilities. * break the equilibrium: firms benefit from deviating from a proposed equilibrium, so it is not an equilibrium. bundling: two or more goods are sold only in fixed proportions.
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C * capital asset: something (such as a machine, building, or reputation) that lasts for many periods and that provides a service in each period. * capital costs: the total rental fees if all the capital assets were rented. capture theory: an industry "captures" (persuades, bribes, or threatens) the regulators, so that the regulators do what the industry wants (see interest group theory). * cartel: an association of firms that explicitly agree to coordinate their activities, typically to maximize joint profits (cooperative oligopoly). certification: an assurance that a particular product has been found to meet or exceed a given standard. characteristic space: there is an axis showing the amount of each characteristic or attribute. Each brand and each consumer’s preferred product can be located in this space according to its characteristics. Coase Conjecture: A durable goods monopolist that sells its product has less market power--indeed, in the extreme case, no market power--when compared to a monopoly that rents the durable good. * competition: a market has many potential buyers and sellers and has no entry or exit barriers. * concentrated: an industry is said to be concentrated if a few firms make most of the sales. * conduct: behavior of firms (or other economic actors). conglomerate merger: firms in unrelated businesses combine. conscious parallelism (tacit collusion): the coordinated actions of firms in an oligopoly despite the lack of an explicit cartel agreement. * constant returns to scale: average costs do not vary with output. * consumer surplus: the amount above the price paid that a consumer would willingly spend, if necessary, to consume the units purchased. contestable: a market is contestable if there is free entry and exit. contribution: payments to a guilty defendant from other culpable parties. * cooperative oligopoly: a small group of firms (an oligopoly) that coordinate their actions to maximize joint profits (act like a cartel). * cooperative strategic behavior: actions that make it easier for firms in an industry to coordinate their actions and to limit their competitive responses. copyright: an exclusive right granted a creator to produce, publish or sell an artistic, dramatic, literary, or musical work. * corporations: companies whose capital is divided into shares that are held by individuals who have only limited responsibility for the debts of the company. credible strategies: those sets of actions by a firm that are in the firm’s best interest. credible threat: a firm’s strategy that its rivals believe is rational in the sense that it is in the firm’s best interest to continue to employ it. * cross-elasticity of demand: the percentage change in quantity demanded in response to a 1 percent change in another product’s price.



D * deadweight loss (DWL): the cost to society of a market that does not operate optimally. 2



* decreasing returns to scale (diseconomies of scale): average cost rises with output. delivered pricing: the total delivered price (inclusive of freight) that a buyer must pay is a function of the buyer’s distance from a specific location (a basing point) but not from the seller’s location. * depreciation: the decline in the value of an asset during the year. discriminatory dumping: a firm charges a lower price in a foreign market than in the domestic market so as to price discriminate. * diseconomies of scale (decreasing returns to scale): average cost rises with output. dominant firm: a price-setting firm that faces smaller, price-taking firms. * dominant strategy: a strategy that leads to as high or higher a payoff as any other regardless of the strategy chosen by a rival firm. downstream firms: firms that produce the final good. dumping: a firm sells its product abroad at a price below its domestic price or below its costs. * durable goods: goods that last for several time periods. Dutch auction: an auction in which the price starts out very high and is slowly lowered until one person agrees to buy at that price. dynamic limit pricing: a firm sets its prices (or quantities) over time so as to reduce or eliminate the incentives of rivals to enter a market.



E * economies of scale (increasing returns to scale): average cost falls as output increases. economies of scope: it is less costly for one firm to perform two activities than for two specialized firms to perform them separately. * efficient production: given the inputs used, no more output could be produced with existing technology. * elastic: a demand (supply) curve is elastic if a 1 percent increase in price reduces (increases) the quantity demanded (supplied) by more than 1 percent (the absolute value of the elasticity of demand is greater than 1). * elasticity of demand: the percentage change in quantity demanded in response to a 1 percent change in price. * elasticity of supply: the percentage change in quantity supplied in response to a 1 percent change in price. English auction: an auction in which bids start low and rise until there is no one willing to bid any higher. * entry condition: firms enter the market when profits are positive and exit when profits are negative. essential facilities: scarce resources that a competitor needs to use to survive. * exchange rate: the price of one currency in terms of another currency. exclusionary actions: what a firm does to eliminate rivals from a market or harm them, thereby either helping to maintain or create a monopoly. exclusive dealing: a manufacturer forbids its distributors to sell the products of competing manufacturers. exclusive territory: a single distributor is the only one that can sell a product within a particular region.
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expensed: costs that are counted as they are incurred. experience qualities: a product has these qualities if a customer must consume the product to determine its quality. * extensive-form representation of a game: a decision tree of the order in which firms make their moves, each firm’s strategy at the time of its move, and the payoffs. * externality: the direct effect on the well-being of a consumer or the production capability of a firm from the actions of other consumers or firms.



F fighting brand: a product that a firm sells at a low price and whose availability is limited to those areas and products where a rival is successful. * firm: an organization that transforms inputs (resources it purchases) into outputs (valued products that it sells). * firm’s supply curve: the quantity that a competitive firm is willing to supply at any given price (the MC curve above minimum AVC). * first-best optimum: the unconstrained maximum (typically a solution that maximizes welfare). * first-degree price discrimination (perfect price discrimination): a monopoly is able to charge the maximum each consumer is willing to pay for each unit of the product. first-mover advantage: the first firm to enter incurs lower costs (such as marketing) because it faces no rivals. * fixed costs (F): expenses that do not vary with the level of output. * fixed-proportions production function: inputs are always used in a particular proportion. FOB pricing: the buyer pays a free-on-board (FOB) price, where the seller loads the good onto the transport carrier at no cost to the buyer, plus the actual freight. franchise: the right to sell a product or use a brand name. franchise bidding: a government or other franchisor sells the right to a monopoly or other franchise to the highest bidder. * free riding: when one agent (firm) benefits from the actions of another without paying for it. fringe: a group of small price-taking firms in a market with a dominant firm.



G * game: any competition in which strategies are used. * game of imperfect information: a firm must choose an action without observing the simultaneous (or earlier) move of its rivals. * game theory: formal models are used to analyze conflict and cooperation between players. going private: the managers buy ownership of a corporation. greenmail: management buys back the shares of someone engaged in a hostile takeover attempt at a premium.
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H Herfindahl-Hirschman Index (HHI): the sum of the squared market shares of each firm in the industry. * heterogeneous or differentiated goods: related products that are viewed by consumers as imperfect substitutes. * homogeneous or undifferentiated goods: products that are viewed as identical by consumers. horizontal merger: firms that compete within the same industry combine. hostile takeover: a change in the ownership of a corporation despite opposition by the original managers or owners.



I * increasing returns to scale (economies of scale): average cost falls as output increases. industrial organization: the study of the structure of firms and markets and of their interactions. * inelastic: a demand (supply) curve is inelastic if a 1 percent increase in price reduces (increases) the quantity demanded (supplied) by less than 1 percent (the elasticity is less than 1 in absolute value). informational advertising: promotional activity that describes a product’s objective characteristics. interest-group theory: firms, consumers, or other groups capture a regulatory body (see capture theory). internalize the externality: force someone who is causing an externality to bear the full social costs (for example, force a firm to pay for the pollution it creates). intertemporal substitution: delaying consumption or production to a later time.



J joint venture: coordinated activities by more than one firm. A research joint venture is an R&D project financed and managed cooperatively by several firms. junk bonds: high-yield bonds that are backed by a corporation’s assets and that are considered riskier than typical corporate bonds.



L learning by doing: costs fall with production because workers become more skilled at their jobs due to experience or because better ways of producing are discovered. legal standing: the right to bring a suit. Lerner Index of market power (price-cost margin): a measure of the markup of price over marginal cost: (p - MC)/p. leveraged buyout (LBO): the funds to purchase a corporation are raised through bonds based on the corporation’s assets. license: a permit granted by a patent holder to another firm to produce the product or use the new process. limited liability: if a corporation fails (is unable to pay its bills) the shareholders need not pay for the debt using their personal assets. 5



limit pricing: a firm sets its price and output so that there is not enough demand left for another firm to profitably enter the market. location (spatial) models: monopolistic competition models in which consumers view each firm’s product as having a particular location in geographic or product (characteristic) space. * long run: a sufficiently lengthy period of time such that all factors of production can be costlessly varied. long-run barriers to entry: a cost that must be incurred by a new entrant that incumbents do not (or have not had to) bear.



M * marginal cost (MC): the increment, or addition, to cost that results from producing one more unit of output. marginal outlay schedule: the marginal cost to a monopsony of buying additional units. * marginal revenue (MR): the extra revenues that a firm receives when it produces one more unit of the product. * market clearing: the equilibration of the quantities supplied and demanded. market definition: the competing products and geographic area in which competition occurs that determines the price for a given product. * market environment: all factors that influence the market outcome (prices, quantities, profits, welfare), including the beliefs of customers and of rivals, the number of actual and potential rivals, the production technology of each firm, and the costs or speed with which a rival can enter the industry. * market failures: distortions or inefficient production due to improper pricing. * market power: the ability of a firm to set price profitably above competitive levels (marginal cost). * market supply curve: the horizontal sum of the supply curves of each firm. meeting-competition clause: a provision in a supply contract that guarantees the buyer that if another firm offers a lower price, the seller will match it or release the buyer from the contract. merger: a transaction in which the assets of one or more firms are combined in a new firm. minimum efficient scale (MES): the size plant that can produce the smallest amount of output such that long-run average costs are minimized. monopolistic competition: a market structure in which firms have market power, the ability to raise price profitably above marginal cost, yet they make zero economic profits. * monopoly: a single seller in a market. * monopsony: a single buyer in a market. * moral hazard: an individual has an incentive to take an action that is unobservable to a firm and is socially inefficient in response to the firm’s offer. For example, an individual with fire insurance may be tempted to burn the insured building. most-favored-nation clause: a sales contract provision that guarantees the buyer that the seller is not selling at a lower price to another buyer.
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N * Nash equilibrium: holding the strategies of all other firms constant, no firm can obtain a higher payoff (profit) by choosing a different strategy. * natural monopoly: a situation where total production costs would rise if two or more firms produced instead of just one firm. * negative externality: a bad that is not priced (such as pollution). noncooperative oligopoly: a small number of firms acting independently but aware of one another’s existence. noncooperative strategic behavior: actions of a firm that is trying to maximize its profits by improving its position relative to its rivals. nonlinear pricing: when a consumer’s total expenditure on an item does not rise linearly (proportionately) with the amount purchased. nonuniform pricing: charging different customers different prices for the same product or charging a single customer a price that varies depending on how many units the customer buys. * normal-form representation of a game: a matrix that shows all the strategies available to each player (who must choose actions simultaneously) and the payoffs to each player for each combination of strategies. normal profit: best possible profit from an alternative use of the resource.



O * oligopoly: the only sellers in a market are a small number of firms and they face no threat of entry. opportunistic behavior: taking advantage of another when allowed by circumstances. * opportunity cost: the value of the best foregone alternative use of the resources employed.



P package tie-in sale: two or more goods are sold only in fixed proportions. patent: an exclusive right granted an inventor to a new and useful product, process, substance, or design. patent race: several firms compete to be the first to make the discovery and be granted a patent. * payoff: the reward (such as profits) received at the end of a game. * perfect competition: a market outcome in which all firms produce homogeneous, perfectly divisible output and face no barriers to entry or exit; producers and consumers have full information, incur no transaction costs, and are price takers; and there are no externalities. perfect Nash equilibrium: a Nash equilibrium in which strategies (threats) are credible (see subgame perfect Nash equilibrium). * perfect price discrimination (first-degree price discrimination): a monopoly is able to charge the maximum each consumer is willing to pay for each unit of the product. * performance: the success of a market in producing benefits for society. per se violation: an action that, by itself, is illegal. persuasive advertising: promotional activities designed to shift consumers’ tastes. 7



planned obsolescence: purposely making a durable good short-lived. * players: strategic decision makers in game theory, such as oligopolistic firms. poison pill: if a successful hostile takeover occurs, the corporation must make available stock at bargain prices to original shareholders (but not to someone who takes over the firm). * positive externality: an uncompensated action that benefits others. predatory dumping: a firm sets an extremely low price in a foreign country so as to predate against that country’s firms (predatory pricing). predatory pricing: a firm first lowers its price in order to drive rivals out of business and scare off potential entrants and then raises its price when its rivals exit the market (in most definitions, the firm lowers price below some measure of cost). price controls: limits on how high firms may set prices. price-cost margin: a measure of the markup of price over marginal cost: (p - MC)/p (see Lerner Index). * price discrimination: nonuniform pricing in which a firm charges different categories of customers different unit prices for the identical good or charges each consumer a nonuniform price on different units of the good. price dispersion: stores charge different prices for the identical good. price rigidity: prices do not vary in response to fluctuations in cost and demand. price setter: a firm with market power that can profitably set its price above the competitive price. price supports: a price level that prices are kept at or above by government purchases. * price taker: a firm that does not have the ability (market power) to set its price profitably above the competitive price. principal-agent relationship: the principal (firm or individual) hires the agent (another firm or individual) to perform an action in a manner that the principal cannot fully control. prisoners’ dilemma game: firms have dominant strategies that lead to a payoff that is inferior to what they could achieve if they cooperated. * producer surplus: the largest amount that could be subtracted from a supplier’s revenues and yet leave the supplier willing to produce the product. produce-to-order: firms wait for orders and then produce. produce-to-stock: firms produce first, hold inventories, and then sell the inventoried products. product differentiation: related products that do not have identical characteristics so that consumers do not view them as perfect substitutes. * production possibility frontier (PPF): the feasible combinations of number of brands and quantity per brand that can be produced with society’s total inputs (generally, the feasible outputs that can be produced efficiently). * production technology: the relationship between inputs and output reflecting the maximum possible output that can be produced from a given set of inputs. property rights: exclusive rights to use some asset (goods or services). * public good: something useful which, if supplied to one person, can be made available to others at no extra cost.
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Q quality discrimination: a firm offers consumers a choice of different quality products in order to effectively price discriminate. quantity discounts: a firm’s price varies with the number of units of the good that a customer buys so that the average price paid declines as the number of units purchased increases. quantity forcing: a sales quota that a manufacturer places on the distributor; the distributor must sell a minimum number of units. quasi-rents: payments above the minimum amount necessary to keep a firm operating in the short run. quasi-vertical integration (or quasi-integration or partial vertical integration): where one firm owns a specific physical asset that one of its suppliers uses.



R Ramsey pricing: regulated prices that maximize consumer welfare subject to the requirement that revenues cover costs. * rate of return: a measure of how much is earned per dollar of investment. reciprocal dumping: firms in two (or more) countries dump in the other’s country. refinements: restrictions on the possible equilibria. rent: a payment to the owner of an input beyond the minimum necessary to cause it to be used. rent seeking: the expenditure of resources to attain a monopoly with its associated rent or profit. replacement cost: the long-run cost of buying a comparable quality asset. representative consumer model: a monopolistic competition model in which the typical consumer views all brands as equally good substitutes for each other; hence brands are treated symmetrically. requirements tie-in sale: customers who purchase one product from a firm are required to make all their purchases of another product from that firm. resale price maintenance: the manufacturer sets a minimum price that may be charged by retailers. (Some people also use this term to refer to the setting of a maximum price). residual demand: the demand curve facing a particular firm, which is market demand less the quantity supplied by rival firms at any given price. risk-adjusted rate of return: the rate of return earned by competitive firms engaged in projects with the same level of risk as that of the firm under analysis. royalty: a payment for the right (license) to produce the product or use the process of a patent holder. rule of reason: the balancing of the pro- and anticompetitive effects of an action to determine its legality; that is, the action involved is not per se illegal (always illegal).



S search qualities: a product has these qualities if a consumer can establish the product’s quality prior to purchase by inspection. second-best optimum: the best possible outcome subject to a constraint that violates one of the conditions for a first-best outcome. 9



self-selection constraint: a restriction on a firm’s pricing structure such that consumers in any group do not prefer another group’s two-part tariff schedule. * short run: a time period so brief that some factors of production cannot be costlessly varied. shutdown point: the price at which a firm ceases operating. spatial (location) models: monopolistic competition models in which consumers view each firm’s product as having a particular location in geographic or product (characteristic) space. specialized asset: a piece of capital that is tailor-made for one or a few specific buyers. spurious product differentiation: consumers mistakenly believe that physically identical brands differ. standard: a metric or scale for evaluating the quality of a particular product. static analysis: models of markets that last for only one period. strategic behavior: a set of actions a firm takes to influence the market environment so as to increase its profits. * strategy: a battle plan of the actions of a player. structure: those factors that determine the competitiveness of a market. subgame: a new game that starts in any period t and lasts to the end of the game. subgame perfect Nash equilibrium (perfect Nash equilibrium): a Nash equilibrium in which the original strategies are Nash equilibria (best responses) in any subgame. sunk cost: the portion of fixed costs that is not recoverable. supergames: repeated games where players know their rivals’ previous actions and condition their actions in each period on these previous actions. sustainable: an equilibrium where a natural monopoly prices such that it covers its costs yet does not induce entry.



T tacit collusion (conscious parallelism): the coordinated actions of firms in an oligopoly despite the lack of an explicit cartel agreement. * third-degree price discrimination: a firm charges consumers in different groups different unit prices. tie-in sale: a customer may purchase one product only if another product is also purchased. Tobin’s q: the ratio of the market value of a firm (as measured by the market value of its outstanding stock and debt) to the replacement cost of the firm’s assets. * total costs (C): the sum of all fixed and variable costs: C = F + VC. trademark: words, symbols, or other marks used to distinguish a good or service provided by one firm from those provided by other firms. transaction costs: the expenses of trading with others besides the price. transfer prices: prices that are set not by the market but by a firm for internal use to allocate goods among its divisions. treble damages: three times actual damages (awarded in antitrust cases). trigger price: cartel members agree that if the market price drops below this price, each firm will expand its output.
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* two-part tariff: a firm charges a consumer a fee (the first tariff) for the right to buy as many units of the product as the consumer wants at a specified price (the second tariff).



U * unitary elasticity: a demand curve has unitary price elasticity if a 1 percent increase in price reduces the quantity demanded by 1 percent (the absolute value of its elasticity of demand is 1). upstream firms: firms that supply the inputs in the production process.



V * variable costs (VC): expenses that change with the level of output. variable-proportions production function: one input can be substituted for another to some degree. vertically integrated: a firm that participates in more than one successive stage of the production or distribution of goods or services. vertical merger: a firm buys its supplier or vice versa. vertical restrictions: binding contractual limitations on price, other terms, or behavior that one nonintegrated firm imposes upon another firm from which it buys or to which it sells.



W white knight: in order to prevent a hostile takeover, an individual or firm is invited to obtain control of a corporation by its managers with the understanding that the new owner will leave current management in place.
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