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Working Paper No. CPC99-08

Understanding Competitive Pricing and Market Power
in Wholesale Electricity Markets

Severin Borenstein
University of Berkeley, University of California Energy Institute, and NBER

August 1999

Keywords: competition, electricity markets

Abstract:
Discussions of competition in restructured electricity markets have revealed many misunderstandings about
the definition, diagnosis, and implications of market power. In this paper, I attempt to clarify the meaning of
market power and show how it can be distinguished from competitive pricing in markets with significant
short-run supply constraints. I also address two common myths about market power: (a) that it is present in
all markets and (b) that it must be present in order for firms to remain profitable in markets with significant
fixed costs. I conclude by arguing that, while a finding of market power in an industry does not necessarily
indicate that government intervention is warranted, such analysis is an important part of creating sound
public policy.
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8QGHUVWDQGLQJ &RPSHWLWLYH 3ULFLQJ DQG 0DUNHW
3RZHU LQ :KROHVDOH (OHFWULFLW\ 0DUNHWV

6HYHULQ %RUHQVWHLQ

$XJXVW ����

$EVWUDFW� 'LVFXVVLRQV RI FRPSHWLWLRQ LQ UHVWUXFWXUHG HOHFWULFLW\ PDUNHWV KDYH UHYHDOHG

PDQ\ PLVXQGHUVWDQGLQJV DERXW WKH GH�QLWLRQ� GLDJQRVLV� DQG LPSOLFDWLRQV RI PDUNHW SRZHU�

,Q WKLV SDSHU� , DWWHPSW WR FODULI\ WKH PHDQLQJ RI PDUNHW SRZHU DQG VKRZ KRZ LW FDQ

EH GLVWLQJXLVKHG IURP FRPSHWLWLYH SULFLQJ LQ PDUNHWV ZLWK VLJQL�FDQW VKRUW�UXQ VXSSO\

FRQVWUDLQWV� , DOVR DGGUHVV WZR FRPPRQ P\WKV DERXW PDUNHW SRZHU� �D� WKDW LW LV SUHVHQW

LQ DOO PDUNHWV DQG �E� WKDW LW PXVW EH SUHVHQW LQ RUGHU IRU �UPV WR UHPDLQ SUR�WDEOH

LQ PDUNHWV ZLWK VLJQL�FDQW �[HG FRVWV� , FRQFOXGH E\ DUJXLQJ WKDW� ZKLOH D �QGLQJ RI

PDUNHW SRZHU LQ DQ LQGXVWU\ GRHV QRW QHFHVVDULO\ LQGLFDWH WKDW JRYHUQPHQW LQWHUYHQWLRQ LV

ZDUUDQWHG� VXFK DQDO\VLV LV DQ LPSRUWDQW SDUW RI FUHDWLQJ VRXQG SXEOLF SROLF\�

 'LUHFWRU� 8QLYHUVLW\ RI &DOLIRUQLD (QHUJ\ ,QVWLWXWH DQG 3URIHVVRU RI %XVLQHVV (FRQRPLFV�

+DDV 6FKRRO RI %XVLQHVV� 8QLYHUVLW\ RI &DOLIRUQLD� %HUNHOH\� &$ �����������

HPDLO� ERUHQVWH#KDDV�EHUNHOH\�HGX�



,Q WKH EULHI SHULRG WKDW WKH UHVWUXFWXUHG &DOLIRUQLD HOHFWULFLW\ PDUNHW KDV EHHQ RSHU�

DWLQJ� D QXPEHU RI LVVXHV KDYH DULVHQ WKDW UHODWH WR WKH FRPSHWLWLYHQHVV RI WKH ZKROHVDOH

HOHFWULFLW\ PDUNHW LQ WKH VWDWH� 7KHUH KDYH EHHQ OLYHO\ GHEDWHV RYHU WKH QHHG IRU SULFH FDSV

LQ WKH &DOLIRUQLD 3RZHU ([FKDQJH �3;� GD\�DKHDG PDUNHW DQG WKH &DOLIRUQLD ,QGHSHQGHQW

6\VWHP 2SHUDWRU
V �,62� UHDO�WLPH DQG DQFLOODU\ VHUYLFHV PDUNHWV� 7KHVH GHEDWHV KDYH

UDLVHG WKH TXHVWLRQ RI ZKHWKHU WKH KLJK SULFHV WKDW KDYH EHHQ REVHUYHG DW WLPHV DUH D

QDWXUDO UHVXOW RI SHDN GHPDQG WLPHV RU ZKHWKHU WKH\ KDYH EHHQ H[DFHUEDWHG E\ VWUDWHJLF

EHKDYLRU E\ VRPH �UPV DWWHPSWLQJ WR PDQLSXODWH PDUNHW SULFHV� 7KH GHEDWH DERXW WKH DS�

SURSULDWH WUHDWPHQW RI 5HOLDELOLW\ 0XVW�5XQ �505� SODQWV KDV OLNHZLVH IRFXVHG DWWHQWLRQ

RQ WKH SRVVLELOLW\ WKDW VRPH SURGXFHUV PD\ DWWHPSW WR VXSSO\ SRZHU LQ ZD\V GHVLJQHG WR

LQ�XHQFH PDUNHW SULFHV� 7KH TXHVWLRQV UDLVHG LQ WKHVH GLVFXVVLRQV DUH FHQWUDO WR MXGJPHQWV

DERXW WKH QHHG IRU LQWHUYHQWLRQ E\ WKH 3;� ,62� RU JRYHUQPHQW UHJXODWRU\ LQVWLWXWLRQV WR

DOWHU WKH RSHUDWLRQ RI WKH ZKROHVDOH HOHFWULFLW\ PDUNHW�

,Q WKLV SDSHU� , GLVFXVV ZKDW PDUNHW SRZHU LV� KRZ LW LV RIWHQ FRQIXVHG ZLWK FRPSHWLWLYH

EHKDYLRU ^ SDUWLFXODUO\ FRPSHWLWLYH SHDN�ORDG SULFLQJ ^ KRZ LW FDQ EH GLVWLQJXLVKHG IURP

FRPSHWLWLYH EHKDYLRU� DQG ZKDW LPSOLFDWLRQV WKLV KDV IRU ZKROHVDOH HOHFWULFLW\ PDUNHWV�

�� 7KH %HKDYLRU RI 3ULFH�7DNLQJ )LUPV DQG &RPSHWLWLYH 0DUNHWV

$ �UP H[HUFLVHV PDUNHW SRZHU ZKHQ LW UHGXFHV LWV RXWSXW RU UDLVHV WKH PLQLPXP SULFH

DW ZKLFK LW LV ZLOOLQJ WR VHOO RXWSXW �LWV R�HU SULFH� LQ RUGHU WR FKDQJH WKH PDUNHW SULFH�

$ �UP WKDW LV XQDEOH WR H[HUFLVH PDUNHW SRZHU LV NQRZQ DV D SULFH WDNHU� WKH �UP PDNHV

GHFLVLRQV WDNLQJ WKH SULFH LW IDFHV IRU LWV RXWSXW DV JLYHQ� EHOLHYLQJ WKDW WKH DFWLRQV LW WDNHV

FDQQRW FKDQJH WKDW SULFH� &RPPRQ H[DPSOHV RI SULFH�WDNLQJ �UPV DUH ZKHDW� ULFH� FRUQ� RU

VR\EHDQ IDUPHUV� JROG� VLOYHU� RU SODWLQXP PLQLQJ FRPSDQLHV� DQG QDWXUDO JDV SURGXFHUV�

0DQ\ LQGXVWU\ REVHUYHUV VXJJHVW WKDW SURGXFHUV RI RLO DUH SULFH WDNHUV� ZKLOH RWKHUV DUJXH

WKDW 23(& LV DEOH� DV D JURXS� WR PDQLSXODWH RLO SULFHV� 23(& KDV FHUWDLQO\ WULHG WR GR

WKLV� EXW KDV KDG GL�FXOW\ GLVVXDGLQJ WKHLU PHPEHUV RU RWKHU QRQ�23(& SURGXFHUV IURP

UHVSRQGLQJ LQGLYLGXDOO\ WR KLJKHU RLO SULFHV E\ LQFUHDVLQJ WKHLU SURGXFWLRQ�

$ SULFH�WDNLQJ �UP LV ZLOOLQJ WR VHOO RXWSXW VR ORQJ DV WKH PDUNHW SULFH �ZKLFK LW

EHOLHYHV WKDW LW FDQQRW SUR�WDEO\ LQ�XHQFH� LV DERYH WKH �UP
V PDUJLQDO FRVW RI SURGXFLQJ

DQG VHOOLQJ WKH RXWSXW� SURSHUO\ FDOFXODWHG� ,Q WKH HOHFWULFLW\ LQGXVWU\� WKH PDUJLQDO FRVW
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RI SURGXFWLRQ ZLOO LQFOXGH WKH YDULDEOH FRVWV GXH WR IXHO DQG WKH RWKHU YDULDEOH RSHUDWLQJ

DQG PDLQWHQDQFH FRVWV� L�H�� DOO FRVWV WKDW DFWXDOO\ YDU\ ZLWK WKH TXDQWLW\ RI SRZHU WKDW

WKH SODQW SURGXFHV� &RVWV WKDW GRQ
W YDU\ ZLWK WKH TXDQWLW\ RI SRZHU WKH SODQW SURGXFHV LQ

WKH JLYHQ WLPH SHULRG� VXFK DV �[HG FRVWV RI RSHUDWLQJ DQG PDLQWDLQLQJ WKH SODQW� DUH QRW

SDUW RI WKH PDUJLQDO FRVW DQG DUH WKXV LUUHOHYDQW WR WKH �UP ZKHQ LW PDNHV LWV VKRUW�UXQ

SURGXFWLRQ GHFLVLRQ�

6WLOO� WKH FRVW RI VHOOLQJ D XQLW RI HOHFWULFLW\ FDQ EH JUHDWHU WKDQ WKH VLPSOH SURGXFWLRQ

FRVWV LI WKH �UP KDV DQ RSSRUWXQLW\ FRVW WKDW LV JUHDWHU WKDQ LWV SURGXFWLRQ FRVW� $Q

RSSRUWXQLW\ FRVW LV WKH UHYHQXH WKH �UP ZRXOG JHW IURP SXWWLQJ WKH SRZHU WR DQ DOWHUQDWLYH

XVH� VXFK DV VHOOLQJ LW LQ D GL�HUHQW ORFDWLRQ� )RU LQVWDQFH� D SRZHU SURGXFHU LQ WKH QRUWKZHVW

8�6� FDQ VHOO SRZHU LQWR &DOLIRUQLD RU FDQ VHOO SRZHU LQ LWV RZQ ORFDWLRQ RU VRPH RWKHU

ORFDWLRQ LQ WKH :6&&� ,I WKH SURGXFHU H[SHFWV WKDW LW FDQ HDUQ ����0:K VHOOLQJ WKH

SRZHU LQ DQRWKHU ORFDWLRQ� DQG LI WUDQVPLVVLRQ ZHUH DYDLODEOH DQG QR PRUH FRVWO\ WKDQ

WUDQVPLVVLRQ LQWR &DOLIRUQLD� WKHQ LW ZRXOG QRW EH ZLOOLQJ WR R�HU SRZHU LQ &DOLIRUQLD IRU

DQ\ SULFH OHVV WKDQ ����0:K� 7KLV ZRXOG QRW LQGLFDWH PDUNHW SRZHU� WKH �UP LV QRW

UDLVLQJ LWV R�HU SULFH LQ &DOLIRUQLD LQ RUGHU WR UDLVH WKH &DOLIRUQLD PDUNHW SULFH� ,W LV

VLPSO\ FKRRVLQJ WR VHOO LWV SRZHU ZKHUH SULFH LV KLJKHVW� 7KH PDUJLQDO FRVW WKDW D �UP

IDFHV IRU VHOOLQJ SRZHU LV WKH JUHDWHU RI LWV PDUJLQDO SURGXFWLRQ FRVW DQG LWV RSSRUWXQLW\

FRVW� 2I FRXUVH� D KLJK SULFH LQ DQ DOWHUQDWLYH PDUNHW FDQ UH�HFW PDUNHW SRZHU LQ WKDW

PDUNHW� UHVXOWLQJ LQ KLJK SULFHV WKDW DUH WKHQ WUDQVPLWWHG DFURVV PDUNHWV E\ WKH UHVSRQVH

RI FRPSHWLWLYH VXSSOLHUV�

,W LV LPSRUWDQW WR XQGHUVWDQG WKDW D SULFH�WDNLQJ �UP GRHV QRW VHOO LWV RXWSXW DW D

SULFH HTXDO WR WKH PDUJLQDO FRVW RI HDFK XQLW RI RXWSXW LW SURGXFHV� ,W VHOOV DOO RI LWV RXWSXW

DW WKH PDUNHW SULFH� ZKLFK LV VHW E\ WKH LQWHUDFWLRQ RI GHPDQG DQG DOO VXSSO\ LQ WKH PDUNHW�

7KH SULFH�WDNLQJ �UP LV ZLOOLQJ WR VHOO DW WKDW PDUNHW SULFH DQ\ RXWSXW WKDW LW FDQ SURGXFH

DW D PDUJLQDO FRVW OHVV WKDQ WKDW PDUNHW SULFH�

,Q PDUNHWV UXQ DV D XQLIRUP�SULFH DXFWLRQV� VXFK DV WKH GD\�DKHDG PDUNHW UXQ E\ WKH

3;� D SULFH�WDNLQJ VHOOHU WKDW ZLVKHV WR PD[LPL]H LWV SUR�WV ZRXOG ELG LWV SRZHU LQWR WKH

PDUNHW DW LWV RZQ PDUJLQDO FRVW� 7KDW LV QRW WKH SULFH LW ZRXOG UHFHLYH IRU LWV SRZHU�

,W ZRXOG UHFHLYH WKH SULFH WKDW HTXDWHV WKH HQWLUH VXSSO\ DQG GHPDQG LQ WKH DXFWLRQ� ,W

ZRXOG WKHQ EH DZDUGHG VDOHV H[DFWO\ HTXDO WR WKH TXDQWLW\ RI SRZHU WKDW LW FRXOG SURGXFH
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DW D PDUJLQDO FRVW OHVV WKDQ RU HTXDO WR WKH PDUNHW SULFH� 1RWH WKDW WKLV PHDQV LW ZRXOG

SURGXFH DOO SRZHU IRU ZKLFK LWV PDUJLQDO FRVW LV OHVV WKDQ WKH PDUNHW SULFH DQG LW ZRXOG

QRW SURGXFH DQ\ SRZHU IRU ZKLFK LWV PDUJLQDO FRVW LV JUHDWHU WKDQ WKH PDUNHW SULFH�

,I WKH LQGXVWU\ PDUJLQDO FRVW �L�H�� VXSSO\� IXQFWLRQ� ZKLFK LV WKH DJJUHJDWLRQ RI DOO

�UPV
 VXSSO\ IXQFWLRQV� H[KLELWV GLVWLQFW VWHSV ^ DV LV RIWHQ WKRXJKW WR EH WKH FDVH LQ WKH

HOHFWULFLW\ LQGXVWU\ ^ WKHQ D FRPSHWLWLYH PDUNHW HTXLOLEULXP PD\ EH UHDFKHG DW ZKLFK WKH

SULFH H[FHHGV WKH PDUJLQDO FRVW RI HYHQ WKH ODVW XQLW RI RXWSXW SURGXFHG� EXW LV VWLOO OHVV

WKDQ WKH PDUJLQDO FRVW RI SURGXFLQJ RQH PRUH XQLW RI RXWSXW �VHH �JXUH ��� 6LPLODUO\� LI DOO

XQLWV RI SURGXFWLRQ DUH LQ XVH� WKHQ WKH LQWHUVHFWLRQ RI VXSSO\ DQG GHPDQG FDQ RFFXU DW D

SULFH DERYH WKH PDUJLQDO SURGXFWLRQ FRVW RI DQ\ XQLW �VHH �JXUH ��� 7KXV� LQ WKH DEVHQFH

RI PDUNHW SRZHU E\ DQ\ VHOOHU LQ WKH PDUNHW� SULFH PD\ VWLOO H[FHHG WKH PDUJLQDO SURGXFWLRQ

FRVWV RI DOO IDFLOLWLHV SURGXFLQJ RXWSXW LQ WKH PDUNHW DW WKDW WLPH�

%HFDXVH D SULFH�WDNLQJ �UP VHOOV LWV RXWSXW DW WKH PDUNHW SULFH� DQG WKDW PDUNHW SULFH

LV XVXDOO\ DERYH WKH PDUJLQDO SURGXFWLRQ FRVW RI DOO RU DOPRVW DOO WKH RXWSXW LW SURGXFHV�

SULFH�WDNLQJ �UPV FDQ VWLOO FRYHU WKHLU IXOO FRVWV RI SURGXFWLRQ� LQFOXGLQJ WKHLU JRLQJ�IRUZDUG

�[HG FRVWV RI RSHUDWLRQ� 7KLV LV LOOXVWUDWHG LQ �JXUH � IRU D VLQJOH SULFH�WDNLQJ �UP� WKH DUHD

DERYH WKH �UP
V PDUJLQDO FRVW FXUYH DQG EHORZ WKH SULFH OLQH LV UHYHQXH WKDW FRQWULEXWHV

WR FRYHULQJ �[HG FRVWV RI RSHUDWLRQ� ,W LV SRVVLEOH WKDW WKLV DUHD LV JUHDWHU RU OHVV WKDQ

WKH �UP
V �[HG FRVWV RI RSHUDWLRQ� ,I LW LV OHVV WKDQ WKH �UP
V �[HG FRVWV� WKH �UP ZLOO

HYHQWXDOO\ VKXW GRZQ RU DW OHDVW VFDOH EDFN LWV RSHUDWLRQV� ,I WKH DUHD LV JUHDWHU WKDQ �[HG

FRVWV� WKLV LV D VLJQDO WKDW WKH �UP �RU VRPH FRPSHWLWRU� PLJKW EH DEOH WR SUR�WDEO\ H[SDQG�

$VVXPLQJ WKDW WKHUH DUH QRW EDUULHUV WR HLWKHU QHZ HQWU\ RU H[LVWLQJ �UP H[SDQVLRQ� ODUJH

SUR�WV DPRQJ H[LVWLQJ JHQHUDWRUV ZRXOG OLNHO\ OHDG WR HQWU\ RI QHZ �UPV DQG SODQWV WKDW

ZRXOG GULYH GRZQ SULFHV DQG GLVVLSDWH H[WUDQRUPDO SUR�WV�

6RPH DQDO\VWV RI WKH HOHFWULFLW\ LQGXVWU\ KDYH UDLVHG WKH FRQFHUQ WKDW SULFH�WDNLQJ

EHKDYLRU RQ WKH SDUW RI HYHU\ �UP LV VLPSO\ WRR VWULFW RI D VWDQGDUG WR EH XVHG DV D

EHQFKPDUN� 7KH\ DUJXH WKDW LW LV XQUHDOLVWLF WR WKLQN WKDW QR PDUNHW SRZHU ZLOO H[LVW�

VLQFH WKHUH LV PDUNHW SRZHU SUHVHQW LQ PRVW PDUNHWV� 7KRXJK PDUNHW SRZHU H[LVWV LQ

PDQ\ PDUNHWV� WKHUH DUH DOVR PDQ\ PDUNHWV LQ ZKLFK YLUWXDOO\ QR PDUNHW SRZHU H[LVWV�

PRVW DJULFXOWXUDO DQG QDWXUDO UHVRXUFH PDUNHWV� IRU LQVWDQFH� 7KHVH LQGXVWULHV DUH QRWDEOH

IRU SURGXFLQJ YLUWXDOO\ KRPRJHQRXV SURGXFWV DQG VHOOLQJ WKHP RYHU D ODUJH JHRJUDSKLFDO
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DUHD� FKDUDFWHULVWLFV WKDW EHDU DQ LPSRUWDQW VLPLODULW\ WR WKH HOHFWULFLW\ LQGXVWU\�

$ PRUH H[WUHPH YLHZ WKDQ WKH LQHYLWDELOLW\ RI PDUNHW SRZHU LV WKH YLHZ WKDW PDUNHW

SRZHU LV QHFHVVDU\ WR DOORZ �UPV WR FRYHU WKHLU WRWDO FRVWV RI RSHUDWLRQ� ,Q WKH DEVHQFH

RI PDUNHW SRZHU� WKH DUJXPHQW JRHV� PDUJLQDO FRVW SULFLQJ ZLOO OHDYH QRWKLQJ WR FRYHU

�[HG FRVWV DQG �UPV ZLOO QRW EH SUR�WDEOH HQRXJK WR VXUYLYH� 7KLV YLHZ UHSUHVHQWV DQ

XQIRUWXQDWH FRQIXVLRQ DERXW WKH HFRQRPLFV RI FRPSHWLWLYH PDUNHWV� 3ULFH�WDNLQJ EHKDYLRU�

WKH PDQLIHVWDWLRQ RI FRPSHWLWLYH PDUNHWV� PHDQV VLPSO\ WKDW D �UP LV SURGXFLQJ HYHU\ XQLW

RI RXWSXW WKDW LW FDQ SURGXFH DW D PDUJLQDO FRVW EHORZ WKH PDUNHW SULFH LV QRW SURGXFLQJ

DQ\ RXWSXW IRU ZKLFK LWV PDUJLQDO FRVW LV JUHDWHU WKDQ WKH PDUNHW SULFH� 7KXV� PRVW

RU DOO RXWSXW SURGXFHG LV SURGXFHG DW D PDUJLQDO FRVW EHORZ WKH PDUNHW SULFH� DQG WKH

GL�HUHQFH EHWZHHQ SULFH DQG WKH PDUJLQDO FRVW RI HDFK XQLW RI RXWSXW PDNHV D FRQWULEXWLRQ

WRZDUGV �[HG FRVWV� 'XULQJ YHU\ KLJK GHPDQG WLPHV� IRU LQVWDQFH� SULFH VSLNHV ZLOO RFFXU

HYHQ LQ FRPSHWLWLYH PDUNHWV DV SULFH ULVHV WR UDWLRQ GHPDQG WR WKH DYDLODEOH VXSSO\� ,Q D

FRPSHWLWLYH PDUNHW� KRZHYHU� DOO RXWSXW WKDW FDQ EH SURGXFHG DW D PDUJLQDO FRVW OHVV WKDQ

WKH PDUNHW SULFH ZLOO EH SURGXFHG� DQG QR JHQHUDWRU ZLOO LQ�DWH LWV R�HU ELG LQ DQ DWWHPSW

WR UDLVH WKH PDUNHW SULFH��

,I WKH QHW UHYHQXH HDUQHG �DIWHU FRYHULQJ YDULDEOH RSHUDWLQJ FRVWV� LV PRUH WKDQ LV

QHFHVVDU\ WR FRYHU WKH �[HG FRVWV IRU VRPH W\SH RI JHQHUDWLRQ� WKHQ LQ D FRPSHWLWLYH PDUNHW

ZLWK QR EDUULHUV WR HQWU\� QHZ JHQHUDWLRQ RI WKDW W\SH ZLOO HQWHU WKH PDUNHW� &RQYHUVHO\� LI

WKH QHW UHYHQXH LV OHVV WKDQ LV QHFHVVDU\ WR FRYHU WKH �[HG FRVWV IRU VRPH W\SH RI JHQHUDWLRQ�

WKHQ VRPH JHQHUDWRUV RI WKDW W\SH DUH OLNHO\ WR H[LW� :KHQ H[LW RFFXUV� WKH VXSSO\ FXUYH LQ

WKH LQGXVWU\ VKLIWV WR WKH OHIW DQG WKH HTXLOLEULXP PDUNHW SULFHV ULVH� VR WKDW DOO UHPDLQLQJ

�UPV HDUQ KLJKHU SULFHV DQG JUHDWHU FRQWULEXWLRQV WR �[HG FRVWV� ,Q D FRPSHWLWLYH PDUNHW�

� 6RPH DQDO\VWV KDYH DUJXHG WKDW WKLV VWDQGDUG HFRQRPLF DQDO\VLV FDQQRW EH DSSOLHG WR HOHFWULFLW\
PDUNHWV EHFDXVH GHPDQG LV H�HFWLYHO\ FRPSOHWHO\ SULFH�LQHODVWLF �YHUWLFDO� DW DQ\ SRLQW LQ WLPH�
7KH\ DUJXH WKDW SULFH ZLOO WKHQ QHYHU H[FHHG WKH PDUJLQDO FRVW RI WKH KLJKHVW FRVW JHQHUDWRU� VR
WKDW JHQHUDWRU ZLOO QHYHU EH DEOH WR UHFRYHU LWV �[HG FRVWV� +RZHYHU� LW LV EHFDXVH RI WKH VKRUW�UXQ
SULFH LQHODVWLFLW\ RI GHPDQG� WKDW DOO ZKROHVDOH HOHFWULFLW\ PDUNHWV KDYH UHVHUYH PDUNHWV� HVVHQWLDOO\
LQVXUDQFH PDUNHWV WKDW SD\ JHQHUDWRUV WR VWDQG E\ UHDG\ WR SURGXFH LQ FDVH WKH\ DUH QHHGHG� ,Q D
FRPSHWLWLYH HOHFWULFLW\ PDUNHW ZLWK FRPSOHWHO\ LQHODVWLF GHPDQG� WKH SULFH RI HQHUJ\ LQGHHG ZRXOG
QHYHU H[FHHG WKH PDUJLQDO FRVW RI WKH KLJKHVW PDUJLQDO FRVW SURGXFHU� EXW WKDW SURGXFHU ZRXOG DOVR
EH UHFHLYLQJ UHYHQXHV LQ WKH UHVHUYH PDUNHW LQ UHWXUQ IRU VWDQGLQJ UHDG\ WR SURGXFH ZKHQ GHPDQG
SHDNV� 7KH &DOLIRUQLD HOHFWULFLW\ PDUNHW KDV WKLV ?VWDQG�E\ SD\PHQW� VWUXFWXUH IRU VSLQQLQJ� QRQ�
VSLQQLQJ� DQG UHSODFHPHQW UHVHUYHV� DQG ZHOO DV UHJXODWLRQ HQHUJ\� :KHQ WKH WHFKQRORJ\ LV GHYHORSHG
DQG GHSOR\HG IRU FRQVXPHUV WR UHVSRQG LQ UHDO WLPH WR HQHUJ\ SULFH FKDQJHV� WKH QHHG IRU WKHVH UHVHUYH
PDUNHWV ZLOO GLPLQLVK� VLQFH GHPDQG UHGXFWLRQ ZLOO SURYLGH VXFK ?UHVHUYHV��
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WKLV SURFHVV RI HQWU\ DQG H[LW RFFXUV XQWLO� LQ ORQJ�UXQ HTXLOLEULXP� DOO JHQHUDWRUV LQ WKH

PDUNHW DUH DEOH WR FRYHU WKHLU �[HG FRVWV DQG QR RWKHU JHQHUDWRU FRXOG HQWHU DQG FRYHU LWV

�[HG FRVWV DW WKH FXUUHQW PDUNHW SULFHV� 7KHUH LV QR HFRQRPLF DUJXPHQW IRU WKH QHFHVVLW\

RI PDUNHW SRZHU WR HQVXUH WKH YLDELOLW\ RI WKH LQGXVWU\�

1RWH WKDW WKLV GRHV QRW PHDQ WKDW DOO FXUUHQW FDSDFLW\ LQ DQ LQGXVWU\ ZLOO EH DEOH WR

FRYHU LWV �SDVW� VXQN LQYHVWPHQW FRVWV RU HYHQ LWV �[HG JRLQJ�IRUZDUG FRVWV LQ D GHUHJXODWHG

PDUNHW� 6RPH �UPV RU JHQHUDWLQJ XQLWV PD\ KDYH WR H[LW WKH PDUNHW EHFDXVH WKH\ FDQQRW

FRYHU WKHLU WRWDO JRLQJ�IRUZDUG FRVWV RI RSHUDWLRQ� 7KLV FDQ RFFXU EHFDXVH VXFK JHQHUDWRUV

DUH MXVW QRW VX�FLHQWO\ H�FLHQW WR EH YLDEOH LQ D FRPSHWLWLYH PDUNHW� RU EHFDXVH WKHUH

LV VLPSO\ WRR PXFK FDSDFLW\ LQ WKH PDUNHW DQG VRPH RI LW PXVW H[LW LQ RUGHU IRU PDUNHW

SULFHV WR ULVH WR D OHYHO WKDW DOORZ WKH UHPDLQLQJ �UPV WR EUHDN HYHQ DV DQ RXWFRPH RI WKH

FRPSHWLWLYH VXSSO\�GHPDQG SURFHVV� 6HH WKH 1XPHULFDO ,OOXVWUDWLRQ LQ WKH DSSHQGL[ IRU

DQ H[DPSOH RI WKLV�

�� 7KH %HKDYLRU RI D )LUP ZLWK 0DUNHW 3RZHU

,Q FRQWUDVW WR SULFH�WDNLQJ �UPV� D �UP WKDW H[HUFLVHV PDUNHW SRZHU VHWV LWV SURGXFWLRQ

TXDQWLWLHV DQG�RU WKH SULFHV DW ZKLFK LW LV ZLOOLQJ WR VHOO RXWSXW LQ RUGHU WR LQ�XHQFH WKH

PDUNHW SULFH� ,W LQ�XHQFHV WKH PDUNHW SULFH E\ ZLWKKROGLQJ RXWSXW DW WKH PDUJLQ RU UDLVLQJ

WKH SULFH DW ZKLFK LW LV ZLOOLQJ WR VHOO WKLV PDUJLQDO RXWSXW� %\ WDNLQJ VXFK DFWLRQV� WKH

�UP ULVNV VHOOLQJ OHVV� EXW LW UDLVHV WKH SULFH LW ZLOO JHW IRU DOO RXWSXW WKDW LW GRHV VHOO�

7KH FHQWUDO LGHD EHKLQG PDUNHW SRZHU LV WKDW LQ D PDUNHW ZKHUH DOO RXWSXW LV VROG DW

WKH VDPH SULFH� D �UP WKDW FDQ LQ�XHQFH SULFH LQ WKH PDUNHW ZLOO GR VR LQ RUGHU WR UDLVH WKH

SULFH IRU DOO WKH SURGXFWLRQ LW VHOOV� &RQVLGHU� IRU LQVWDQFH� D �UP WKDW LV VHOOLQJ �� XQLWV RI

RXWSXW DQG WKH PDUNHW SULFH LV ���� ,I WKDW �UP FRXOG LQ�XHQFH SULFH E\ UHGXFLQJ LWV RXWSXW

WR � XQLWV ^ FDXVLQJ SULFH WR ULVH HLWKHU WR WKH SRLQW WKDW WRWDO GHPDQG LV UHGXFHG E\ RQH

XQLW RU VRPH RWKHU VHOOHU LV LQGXFHG WR LQFUHDVH LWV SURGXFWLRQ E\ RQH XQLW WR FRPSHQVDWH�

RU VRPH FRPELQDWLRQ RI WKHVH WZR H�HFWV ^ WKHQ LW ZRXOG FRPSDUH WKH SUR�W IURP VHOOLQJ

�� XQLWV DW ��� ZLWK VHOOLQJ � XQLWV DW VRPH KLJKHU SULFH� ,Q WKH ODWWHU FDVH� WKH �UP ZRXOG

DOVR VDYH PRQH\ E\ KDYLQJ WR SURGXFH RQO\ � XQLWV LQVWHDG RI ��� ,I UHGXFLQJ LWV RXWSXW WR

� FDXVHG SULFH WR ULVH WR ���� WKHQ WKH �UP
V WRWDO UHYHQXH ZRXOG ULVH �IURP ���� WR �����

FDXVLQJ LWV SUR�WV WR ULVH HYHQ EHIRUH DFFRXQWLQJ IRU LWV FRVW VDYLQJ IURP KDYLQJ WR SURGXFH

�



RQO\ � XQLWV RI RXWSXW LQVWHDG RI ���

7KH VDPH H�HFW RFFXUV LI WKH �UP GRHVQ
W UHGXFH LWV RXWSXW� EXW LQVWHDG R�HUV WR VHOO

LWV ��WK XQLW RI RXWSXW IRU VRPH KLJKHU SULFH� VRPH SULFH DERYH ���� ,I WKH �UP R�HUV WKDW

XQLW IRU ���� WKHQ HLWKHU WKDW R�HU LV DFFHSWHG DQG WKH PDUNHW SULFH LV LQFUHDVHG WR ���� RU

WKDW R�HU LV QRW DFFHSWHG� ,I WKDW R�HU LV QRW DFFHSWHG� LW LV EHFDXVH HLWKHU GHPDQG DGMXVWV

E\ GHPDQGLQJ OHVV WRWDO RXWSXW RU WKH VXSSO\ RI RWKHU SURGXFHUV DGMXVWV E\ R�HULQJ WR

VXSSO\ PRUH DW VRPH SULFH OHVV WKDQ ���� RU VRPH FRPELQDWLRQ RI WKHVH DGMXVWPHQWV� ,Q

HLWKHU RI WKHVH FDVHV WKH PDUNHW SULFH PXVW VWLOO ULVH WR VRPH H[WHQW LQ RUGHU WR HTXDOL]H

VXSSO\ DQG GHPDQG DIWHU WKLV �UP KDV UDLVHG WKH R�HU SULFH RI LWV ��WK RXWSXW XQLW�

:KHQ LV LW SUR�WDEOH IRU D �UP WR EHKDYH WKLV ZD\� UHVWULFWLQJ LWV RXWSXW RU UDLVLQJ LWV

R�HU SULFH LQ RUGHU WR D�HFW WKH PDUNHW SULFH" ,W LV SUR�WDEOH VR ORQJ DV WKH JDLQ LQ SUR�W

E\ VHOOLQJ DOO WKH RXWSXW LW VWLOOV VHOOV DIWHU WKH PDUNHW SULFH LQFUHDVHV LV JUHDWHU WKDQ WKH

ORVV LW IDFHV E\ VHOOLQJ IHZHU XQLWV� LI WKDW RFFXUV� &DOFXODWLRQ RI WKH FKDQJH LQ SUR�WV WDNHV

LQWR DFFRXQW ERWK WKH FKDQJH LQ WKH �UP
V UHYHQXHV DQG WKH FKDQJH LQ LWV SURGXFWLRQ FRVWV

LI LW HQGV XS SURGXFLQJ IHZHU XQLWV RI RXWSXW�

7ZR IDFWRUV DUH FULWLFDO LQ GHWHUPLQLQJ WKH H[WHQW WR ZKLFK VXFK EHKDYLRU LV OLNHO\ WR

EH SUR�WDEOH IRU WKH �UP� WKH VHQVLWLYLW\ RI GHPDQG WR SULFH FKDQJHV DQG WKH VHQVLWLYLW\

RI WKH VXSSO\ RI RWKHU SURGXFHUV WR SULFH FKDQJHV� ,I GHPDQG PXVW DGMXVW WR KDYLQJ RQH

OHVV XQLW WR FRQVXPH� WKHQ WKH SULFH PXVW ULVH WR UHGXFH GHPDQG DFFRUGLQJO\� ,I GHPDQG LV

YHU\ VHQVLWLYH WR SULFH ^ L�H�� LQ HFRQRPLF WHUPLQRORJ\� LI GHPDQG KDV D KLJK SULFH HODVWLFLW\

^ WKHQ LW ZRQ
W UHTXLUH PXFK RI D SULFH ULVH WR UHGXFH WKH TXDQWLW\ GHPDQG E\ RQH� ,I WKDW

LV WKH FDVH� WKHQ UHVWULFWLQJ RXWSXW LV OHVV OLNHO\ WR EH SUR�WDEOH� LQ WKH H[WUHPH� WKH �UP

PLJKW HQG XS VHOOLQJ � XQLWV IRU ������ HDFK� SUREDEO\ OHVV SUR�WDEOH WKDQ VHOOLQJ �� XQLWV

IRU ������ HDFK� &RQYHUVHO\� LI WKH GHPDQG KDV D ORZ SULFH HODVWLFLW\� WKHQ D ODUJH SULFH

LQFUHDVH ZRXOG EH QHFHVVDU\ EHIRUH TXDQWLW\ GHPDQGHG ZRXOG EH VFDOHG EDFN E\ RQH XQLW�

,Q WKDW FDVH� WKH UHGXFWLRQ RI VDOHV WR � XQLWV LV PXFK PRUH OLNHO\ WR EH SUR�WDEOH�

6LPLODUO\� LI WKH VXSSO\ WKDW RWKHU �UPV DUH ZLOOLQJ WR R�HU LV YHU\ VHQVLWLYH WR SULFH ^

L�H�� LI VXSSO\ KDV D KLJK SULFH HODVWLFLW\ ^ WKHQ DQ\ RQH �UP LV XQOLNHO\ WR �QG LW SUR�WDEOH

WR UHGXFH LWV RXWSXW RU UDLVH LWV R�HU SULFH RQ PDUJLQDO XQLWV LQ RUGHU WR UDLVH WKH PDUNHW

SULFH� ,I WKH �UP DWWHPSWHG WR GR WKLV� WKHQ HYHQ D VPDOO LQFUHDVH LQ WKH PDUNHW SULFH�

�



PD\EH WR ������� ZRXOG EULQJ IRUWK DGGLWLRQDO VXSSO\ IURP RWKHU SURGXFHUV WKDW ZRXOG

UHSODFH WKH XQLW RI VXSSO\ WKDW WKH �UP KDV GHFLGHG QRW WR R�HU RU WR R�HU DW RQO\ D KLJKHU

SULFH� 7KH VPDOO LQFUHDVH LQ SULFH ZRXOG WKHQ QRW EH VX�FLHQW WR PDNH XS IRU WKH �UP
V

UHGXFWLRQ RI VDOHV IURP �� WR �� VR WKH �UP ZRXOG QRW �QG LW SUR�WDEOH WR UHGXFH LWV RXWSXW

RI LWV R�HU SULFH RQ WKH PDUJLQDO XQLW� $JDLQ� FRQYHUVHO\� LI WKH VXSSO\ RI RWKHU �UPV KDV

D ORZ SULFH HODVWLFLW\ ^ L�H�� LI RWKHUV ZRXOG QRW LQFUHDVH RXWSXW XQOHVV SULFH LQFUHDVHG E\

D ODUJH DPRXQW RU LI WKH\ ZHUH XQDEOH WR LQFUHDVH RXWSXW DW DOO ^ WKHQ WKH VWUDWHJ\ RI

UHGXFLQJ RXWSXW RU UDLVLQJ WKH R�HU SULFH RQ PDUJLQDO XQLWV LV PRUH OLNHO\ WR EH SUR�WDEOH�

7KH DELOLW\ WR H[HUFLVH PDUNHW SRZHU LV FRUUHODWHG� DOEHLW LPSHUIHFWO\� ZLWK D SURGXFHU
V

PDUNHW VKDUH� ,I� IRU LQVWDQFH� D �UP VXSSOLHV �� RI WKH WRWDO RXWSXW LQ D PDUNHW� WKHQ

LI LW ZHUH WR UHGXFH RXWSXW LQ RUGHU WR UDLVH LWV SUR�WV� LW ZRXOG UXQ LQWR WZR SUREOHPV�

)LUVW� GHPDQG ZRXOG QRW KDYH WR DGMXVW YHU\ PXFK WR DEVRUE WKH ORVV RI SDUW RI WKH �UP
V

SURGXFWLRQ ^ UHPHPEHU WKDW WKLV RQO\ PDNHV VHQVH LI WKH �UP VWLOO KDV VRPH RXWSXW OHIW LQ

WKH PDUNHW WKDW LW FDQ VHOO DW WKH QHZ KLJKHU SULFH ^ VR SULFH ZRXOG QRW KDYH WR ULVH YHU\

PXFK�

6HFRQG� ZLWK ��� RI WKH RXWSXW SURGXFHG E\ RWKHU FRPSDQLHV� WKHVH RWKHU FRPSDQLHV

SUREDEO\ FRXOG H[SDQG WKHLU RXWSXW E\ WKH VPDOO DPRXQW QHFHVVDU\ WR UHSODFH WKH �UP
V UH�

GXFHG SURGXFWLRQ ZLWKRXW GULYLQJ XS WKHLU RZQ FRVWV DSSUHFLDEO\� 6R� HYHQ D VOLJKW LQFUHDVH

LQ SULFH ZRXOG SUREDEO\ EULQJ IRUWK D UHSODFHPHQW RI WKH UHGXFHG VXSSO\� XQGHUPLQLQJ WKH

�UP
V LQWHQW ZKHQ LW UHGXFHG LWV VXSSO\� ,Q RWKHU ZRUGV� D �UP ZLWK D YHU\ VPDOO PDUNHW

VKDUH LV PRUH OLNHO\ WR VHH GHPDQG DV UHODWLYHO\ SULFH HODVWLF� DQG WKH VXSSO\ RI RWKHU �UPV

DV UHODWLYHO\ SULFH HODVWLF� RYHU WKH UDQJH RI RXWSXW WKDW LW PLJKW FRQWHPSODWH UHPRYLQJ

IURP WKH PDUNHW RU R�HULQJ WR VHOO RQO\ DW D KLJK SULFH�

,Q FRQWUDVW� D �UP ZLWK D ODUJH VKDUH RI WKH PDUNHW LV PRUH OLNHO\ WR EH DEOH WR ORZHU

LWV RXWSXW� RU UDLVH WKH R�HU SULFH RQ SDUW RI LWV RXWSXW� LQ D ZD\ WKDW LV GL�FXOW IRU GHPDQG

WR DGMXVW WR EHFDXVH WKH �UP
V DFWLRQ FRQVWLWXWHV D VLJQL�FDQW VKDUH RI WKH HQWLUH PDUNHW

SURGXFWLRQ� /LNHZLVH� RWKHU FRPSDQLHV PD\ �QG LW PXFK PRUH GL�FXOW WR UHSODFH WKH

RXWSXW UHGXFWLRQ RI D ODUJH �UP ZLWKRXW WKHPVHOYHV UXQQLQJ LQWR SURGXFWLRQ FRQVWUDLQWV

WKDW ZRXOG GULYH XS WKHLU RZQ FRVWV�

7KH FRQQHFWLRQ EHWZHHQ PDUNHW VKDUH DQG PDUNHW SRZHU� KRZHYHU� FDQ EH RYHUVWDWHG�

�



,Q VRPH VLWXDWLRQV� D �UP ZLWK HYHQ D UHODWLYHO\ VPDOO PDUNHW VKDUH PLJKW �QG LW SUR�WDEOH

WR UHVWULFW LWV RXWSXW RU UDLVH LWV R�HU SULFH RQ PDUJLQDO RXWSXW� 7KLQN DERXW D VLWXDWLRQ

LQ ZKLFK GHPDQG LV QRW DW DOO SULFH HODVWLF� LQ WKH H[WUHPH D VLWXDWLRQ LQ ZKLFK EX\HUV

GRQ
W HYHQ NQRZ WKH SULFH DW WKH WLPH WKH\ DUH EX\LQJ� 7KHQ DGG WR WKDW D VLWXDWLRQ

LQ ZKLFK RWKHU IDFWRUV� VXFK DV D YHU\ KRW GD\� KDYH GULYHQ XS WKH TXDQWLW\ WKDW EX\HUV

ZDQW WR FRQVXPH WR WKH H[WHQW WKDW YLUWXDOO\ HYHU\ FRPSDQ\ LV RSHUDWLQJ DW LWV DEVROXWH

SURGXFWLRQ OLPLW� 7KDW LV� WKH SULFH HODVWLFLW\ RI VXSSO\ IURP RWKHU SURGXFHUV LV YHU\ ORZ

EHFDXVH WKH\ DUH DW WKHLU FDSDFLW\ FRQVWUDLQWV� ,Q WKDW FDVH� D �UP ZLWK HYHQ D VPDOO VKDUH

RI WKH PDUNHW PLJKW EH DEOH SUR�WDEO\ WR UHGXFH RXWSXW RU UDLVH LWV R�HU SULFH� %HFDXVH

FRQVXPHUV ZRXOG UHDFW OLWWOH WR DQ LQFUHDVH LQ SULFH DQG RWKHU SURGXFHUV ZRXOG QRW EH LQ

D SRVLWLRQ WR �OO LQ RXWSXW WKDW WKH �UP WKUHDWHQV WR ZLWKGUDZ IURP WKH PDUNHW� HYHQ D

VOLJKW UHGXFWLRQ RI RXWSXW �RU YHU\ KLJK R�HU SULFH RQ WKDW RXWSXW� FRXOG UDLVH WKH PDUNHW

SULFH VXEVWDQWLDOO\ DQG� WKXV� PDNH VXFK EHKDYLRU SUR�WDEOH�

7KLV VLWXDWLRQ LV SDUWLFXODUO\ UHOHYDQW WR PDUNHWV LQ ZKLFK GHPDQG LV KLJKO\ YDULDEOH

^ VR WKDW WKHUH DUH WLPHV ZKHQ YLUWXDOO\ DOO SURGXFWLRQ FDSDFLW\ LV QHFHVVDU\ WR PHHW

FRQWHPSRUDQHRXV GHPDQG ^ DQG WKH RXWSXW FDQQRW EH VWRUHG ^ VR WKDW LQYHQWRULHV DUH QRW

DYDLODEOH DV DQ DOWHUQDWLYH VXSSO\ VRXUFH LI D �UP WULHV WR H[HUFLVH PDUNHW SRZHU� )RU WKLV

UHDVRQ� HOHFWULFLW\ PDUNHWV DUH� DOO HOVH HTXDO� PRUH YXOQHUDEOH WR WKH H[HUFLVH RI PDUNHW

SRZHU WKDQ DUH RWKHU HQHUJ\ PDUNHWV� VXFK DV JDVROLQH PDUNHWV�

:KHQ D �UP GRHV H[HUFLVH PDUNHW SRZHU� DOO �UPV LQ WKH PDUNHW EHQH�W� ,Q IDFW RWKHU

�UPV PD\ EHQH�W PRUH WKDQ WKH FRPSDQ\ WKDW LV H[HUFLVLQJ PDUNHW SRZHU� 7KLV LV EHFDXVH

WKH FRPSDQ\ WKDW LV H[HUFLVLQJ PDUNHW SRZHU UHGXFHV LWV VDOHV TXDQWLW\� RU ULVNV GRLQJ VR�

LQ RUGHU WR UDLVH WKH PDUNHW SULFH� 2WKHU �UPV GR QRW KDYH WR UHGXFH WKHLU RXWSXW ^ LQ IDFW

WKH\ PD\ HYHQ LQFUHDVH RXWSXW ^ EXW VWLOO EHQH�W IURP UHFHLYLQJ WKH KLJKHU PDUNHW SULFH�

7KXV� HYHQ D VPDOO SULFH�WDNLQJ �UP LQ D PDUNHW PLJKW KDYH D VWURQJ LQFHQWLYH WR UHVLVW

DWWHPSWV WR GHWHFW RU XQGHUPLQH WKH H[HUFLVH PDUNHW SRZHU E\ RWKHU �UPV�

7KXV IDU� , KDYH GLVFXVVHG RQO\ VLWXDWLRQV LQ ZKLFK D �UP XQLODWHUDOO\ H[HUFLVHV PDUNHW

SRZHU� ,Q VRPH PDUNHWV� �UPV PD\ WU\ WR FROOXGH WR MRLQWO\ H[HUFLVH PDUNHW SRZHU� 7KH

LGHD EHKLQG FROOXVLRQ LV IRU HDFK �UP WR UHFRJQL]H WKDW ZKHQ LW H[SDQGV LWV RXWSXW� LW PD\

UDLVH LWV RZQ SUR�WV� EXW LW SXVKHV GRZQ WKH PDUNHW SULFH DQG UHGXFHV WKH SUR�WV RI RWKHU

SURGXFHUV� &RQYHUVHO\� ZKHQ D �UP UHGXFHV LWV RXWSXW �RU UDLVHV LWV R�HU SULFHV�� LW PD\

�



KDUP LWV RZQ SUR�WV� EXW LW UDLVHV WKH PDUNHW SULFH DQG WKH SUR�WV RI RWKHU SURGXFHUV�

5HFRJQL]LQJ WKLV LQWHUGHSHQGHQFH� �UPV PD\ WU\ WR UHDFK DQ DJUHHPHQW WR UHVWULFW WKHLU

RXWSXW RU UDLVH WKHLU R�HU SULFHV LQ RUGHU WR MRLQWO\ UDLVH SUR�WV� 23(& WULHV WR GR H[DFWO\

WKLV� %XW 23(& IDFHV WKH SUREOHP WKDW DQ\ VHW RI FROOXGLQJ �UPV IDFH� HDFK �UP ZRXOG

LQGLYLGXDOO\ OLNH WR UDLVH LWV RXWSXW ZKLOH LWV FROOXVLYH SDUWQHUV UHGXFH WKHLUV�

$WWHPSWV E\ FRPSDQLHV LQ WKH 8�6� WR UHDFK VXFK DJUHHPHQWV WR MRLQWO\ UDLVH SULFH RU

ORZHU RXWSXW DUH LOOHJDO XQGHU VHFWLRQ � RI WKH 6KHUPDQ $QWLWUXVW $FW� ,Q FRQWUDVW� WKH

DQWLWUXVW ODZV LQ WKH 8�6� GR QRW IRUELG XQLODWHUDO H[HUFLVH RI PDUNHW SRZHU� $ �UP LV IUHH

WR XQLODWHUDOO\ UHVWULFW LWV RXWSXW RU UDLVH LWV R�HU SULFH LQ RUGHU WR LQFUHDVH LWV SUR�WV��

�� 'LVWLQJXLVKLQJ &RPSHWLWLYH %HKDYLRU IURP 0DUNHW 3RZHU

7KH SUHYLRXV WZR VXEVHFWLRQV KDYH H[SODLQHG KRZ SULFHV DUH GHWHUPLQHG LQ FRPSHWLWLYH

PDUNHWV DQG LQ PDUNHWV LQ ZKLFK VRPH �UPV H[HUFLVH PDUNHW SRZHU� ,Q ERWK FDVHV� SULFHV

FDQ HQG XS EHLQJ KLJKHU WKDQ WKH PDUJLQDO FRVWV RI DOO JHQHUDWLQJ XQLWV LQ WKH PDUNHW� ,Q

DQDO\]LQJ HOHFWULFLW\ PDUNHWV� LW LV FULWLFDO WR EH DEOH WR GLVWLQJXLVK EHWZHHQ FRPSHWLWLYH

PDUNHW SULFLQJ DQG SULFLQJ WKDW UHVXOWV IURP WKH H[HUFLVH RI PDUNHW SRZHU� 7ZR LQGLFDWRUV

FOHDUO\ GLVWLQJXLVK WKHVH WZR SRVVLEOH PDUNHW UHVXOWV�

�� ,Q D FRPSHWLWLYH PDUNHW� QR �UP WDNHV DQ DFWLRQ� LQFOXGLQJ RXWSXW GHFLVLRQV RU

R�HU SULFHV� ZLWK WKH LQWHQW RI D�HFWLQJ WKH SULFH LQ D PDUNHW�

�� ,Q D FRPSHWLWLYH PDUNHW� D �UP LV DOZD\V ZLOOLQJ WR VHOO D XQLW RI RXWSXW VR ORQJ DV

LWV PDUJLQDO FRVW RI VHOOLQJ WKDW XQLW LV OHVV WKDQ WKH SULFH LW UHFHLYHV IRU WKDW XQLW� ,Q D

XQLIRUP�SULFH DXFWLRQ PDUNHW IRU HOHFWULFLW\ VXFK DV WKH 3;� D FRPSHWLWLYH �UP
V R�HU SULFH

ZLOO EH HTXDO WR LWV PDUJLQDO FRVW� ZKLFK ZLOO EH WKH JUHDWHU RI LWV PDUJLQDO SURGXFWLRQ FRVW

RU LWV RSSRUWXQLW\ FRVW RI VHOOLQJ WKH SRZHU HOVHZKHUH�

� (YHQ LI �UPV GR QRW H[SOLFLWO\ FROOXGH� LW LV SRVVLEOH WKDW �UPV WKDW LQWHUDFW IUHTXHQWO\ ZLOO JUDGXDOO\
FRPH WR DQ ?XQGHUVWDQGLQJ� RI FRRSHUDWLYH EHKDYLRU� NQRZQ DV ?WDFLW FROOXVLRQ� LQ WKH DQWLWUXVW DQG
HFRQRPLFV OLWHUDWXUH� )RU LQVWDQFH� WKURXJK LWV EHKDYLRU� D �UP PLJKW PDNH LW FOHDU WKDW LW ZLOO UHVWULFW
LWV RXWSXW RQO\ LI DQRWKHU �UP GRHV WKH VDPH� EXW LW ZLOO SXQLVK LI WKH RWKHU �UP RYHUSURGXFHV E\
LQFUHDVLQJ LWV RZQ RXWSXW GUDPDWLFDOO\ DQG GULYLQJ SULFHV YHU\ ORZ� ,W LV ZLGHO\ DFNQRZOHGJHG WKDW
VXFK WDFLW FROOXVLRQ LV GL�FXOW WR FDUU\ RXW XQOHVV �UPV LQWHUDFW UHSHDWHGO\� DQG LV DOZD\V GL�FXOW WR
GHWHFW� %XW LW LV DOVR VHHQ DV D UHDO SKHQRPHQRQ WKDW FDQ RFFXU� 7DFLW FROOXVLRQ LV D JUD\ DUHD RI
WKH 8�6� DQWLWUXVW ODZV� )HZ FDVHV KDYH EHHQ SURVHFXWHG VXFFHVVIXOO\ DJDLQVW WDFLW FROOXVLRQ� EXW WKH
JRYHUQPHQW FRQWLQXHV WR DUJXH WKDW LW FDQ DQG ZLOO SXUVXH HYLGHQFH RI VXFK EHKDYLRU�

�



�� (�FLHQF\ DQG (TXLW\ &RQFHUQV ZLWK 0DUNHW 3RZHU

,Q WKH PHGLD DQG SXEOLF SROLF\ GLVFXVVLRQV� PDUNHW SRZHU LV XVXDOO\ UDLVHG DV DQ LVVXH

RI HTXLW\� PDUNHW SRZHU LV VDLG WR DOORZ VHOOHUV WR ?XQIDLUO\� H[WUDFW UHYHQXHV IURP EX\HUV�

7KHVH VRUWV RI HTXLW\ MXGJPHQWV DUH RIWHQ GL�FXOW WR MXVWLI\ VLQFH WKHUH DUH LQGLYLGXDOV

DQG FRUSRUDWLRQV RI YDU\LQJ GHJUHHV RI ZHDOWK RQ ERWK VLGHV RI WKH PDUNHW� 6RPH RI WKH

VHOOHUV ZKR EHQH�W IURP PDUNHW SRZHU� HYHQ LI WKH\ FDQQRW H[HUFLVH LW WKHPVHOYHV� DUH

VPDOO HQWUHSUHQHXUV ZKR DUH VWUXJJOLQJ WR NHHS WKHLU FRPSDQLHV D�RDW� 2WKHUV DUH ZHDOWK\

FRUSRUDWLRQV� VPDOO DQG ODUJH� ZKR DUH PDNLQJ YHU\ KLJK UDWHV RI UHWXUQ� /LNHZLVH RQ WKH

EX\LQJ VLGH� VRPH RI WKH SDUWLFLSDQWV D�HFWHG DUH LQGLYLGXDO FRQVXPHUV ZKR DUH VWUXJJOLQJ

WR SD\ WKHLU HOHFWULFLW\ ELOOV� EXW WKH LPSDFW RI PDUNHW SRZHU DOVR IDOOV RQ WKH LQYHVWRU�

RZQHG XWLOLWLHV DQG RWKHU FRUSRUDWLRQV ZKR DUH TXLWH VRXQG �QDQFLDOO\� )RU WKHVH UHDVRQV�

LW LV GL�FXOW WR PDNH GH�QLWLYH VWDWHPHQWV DERXW WKH H�HFW RI PDUNHW SRZHU RQ ZHDOWK

GLVWULEXWLRQ ZLWKRXW D PXFK PRUH GHWDLOHG DQDO\VLV RI KRZ WKH JDLQV IURP PDUNHW SRZHU

DUH GLVWULEXWHG DPRQJ WKH VHOOHUV DQG KRZ WKH ORVVHV DUH GLVWULEXWHG DPRQJ WKH EX\HUV�

,W LV PXFK OHVV GL�FXOW WR UHDFK FOHDU FRQFOXVLRQV DERXW WKH LPSDFW RI PDUNHW SRZHU

RQ WKH H�FLHQF\ RI WKH PDUNHW� 0DUNHW SRZHU LQWHUIHUHV ZLWK WKH H�FLHQW GLVSDWFK RI

JHQHUDWLQJ UHVRXUFHV� 7KLV KDSSHQV EHFDXVH D �UP H[HUFLVHV PDUNHW SRZHU E\ WDNLQJ VRPH

RI LWV JHQHUDWLRQ R� WKH PDUNHW �RU ULVNLQJ GRLQJ VR E\ UDLVLQJ LWV R�HU SULFH�� *LYHQ WKDW

GHPDQG LV IDLUO\ LQHODVWLF� WKLV PHDQV WKDW VRPH RWKHU �UP PXVW �OO LQ WKDW SURGXFWLRQ ZLWK

RXWSXW IURP D JHQHUDWRU WKDW LV OHVV H�FLHQW� 6PDOOHU SULFH�WDNLQJ �UPV DUH OLNHO\ WR EH

SURGXFLQJ IURP HYHU\ JHQHUDWRU WKDW KDV D PDUJLQDO FRVW OHVV WKDQ WKH PDUNHW SULFH� ZKLOH

�UPV ZLWK PDUNHW SRZHU DUH OLNHO\ WR LGOH VRPH JHQHUDWRUV ZLWK FRVW EHORZ WKH PDUNHW

SULFH� ,Q JHQHUDO WKHQ� H�FLHQF\ ZRXOG EH LPSURYHG LI WKH KLJKHVW FRVW JHQHUDWLRQ IURP

�UPV ZLWK OHVV �RU QR� PDUNHW SRZHU ZHUH UHGXFHG DQG DGGLWLRQDO SRZHU ZHUH JHQHUDWHG

IURP ORZHU�FRVW JHQHUDWRUV WKDW �UPV ZLWK PDUNHW SRZHU KDYH LGOHG ZKHQ WKH\ UHGXFHG WKHLU

RXWSXW �XVXDOO\ E\ ELGGLQJ KLJKHU R�HU SULFHV�� (YHU\ �UP LV LQGLYLGXDOO\ VWLOO SURGXFLQJ

LWV RXWSXW LQ WKH OHDVW�FRVW ZD\ JLYHQ LWV UHVRXUFHV� EXW WKH WRWDO SURGXFWLRQ RI SRZHU LV

QRW GLVWULEXWHG H�FLHQWO\ DPRQJ �UPV��

� ,Q DGGLWLRQ� WKHUH LV WKH VWDQGDUG HFRQRPLF LQH�FLHQF\ �RU ?GHDGZHLJKW ORVV�� ZKHQ SULFH LV DERYH
WKH PDUJLQDO FRVW RI SURGXFLQJ RQH PRUH XQLW� VRPH SURGXFW LV QRW FRQVXPHG �RU SURGXFHG� HYHQ
WKRXJK WKH FRQVXPHU YDOXHV WKH RXWSXW PRUH WKDQ LW ZRXOG FRVW WKH SURGXFHU WR PDNH LW� $ GHDO
WKDW ZRXOG PDNH ERWK WKH EX\HU DQG VHOOHU EHWWHU R� �LJQRULQJ WKH H�HFW LW ZRXOG KDYH RQ WKH SULFH
WKH VHOOHU JHWV IRU LWV RWKHU XQLWV� IDLOV WR RFFXU�

��



,Q DGGLWLRQ� IXWXUHV PDUNHWV DUH OHVV OLNHO\ WR EH VXFFHVVIXO DQG VWDEOH LQ WKH SUHVHQFH

RI PDUNHW SRZHU� 7KLV LV EHFDXVH WUDQVDFWLRQV LQ IXWXUHV PDUNHWV DUH H�HFWLYHO\ EHWV DERXW

ZKDW WKH VSRW SULFH RI D JRRG ZLOO EH DW D VSHFL�F IXWXUH SRLQW LQ WLPH� 7KH\ DUH XVHG� LQ

JHQHUDO� WR PLWLJDWH SULFH ULVN RU WR VSHFXODWH RQ SULFH FKDQJHV WKDW D SDUWLFLSDQW DQWLFLSDWHV

ZLOO RFFXU� ,I� KRZHYHU� D SDUWLFLSDQW LQ WKH IXWXUHV PDUNHW DOVR KDV PDUNHW SRZHU LQ

SURGXFWLRQ RI WKH JRRG� LW FDQ� WKURXJK LWV SURGXFWLRQ GHFLVLRQ� D�HFW WKH SUR�WDELOLW\ RI

LWV SRVLWLRQ LQ WKH IXWXUHV PDUNHW� 5HFRJQL]LQJ WKLV� RWKHUV EHFRPH KHVLWDQW WR XVH WKH

IXWXUHV PDUNHW� 7KH\ UHDOL]H WKDW WKH\ DUH OLNHO\ WR HQG XS EHWWLQJ DJDLQVW VRPHRQH ZKR

FDQ DFWXDOO\ GHWHUPLQH� RU LQ�XHQFH VLJQL�FDQWO\� WKH RXWFRPH XSRQ ZKLFK WKH\ DUH EHWWLQJ�

$V D UHVXOW� PDUNHW SRZHU LQ WKH SURGXFWLRQ RI D JRRG FDQ XQGHUPLQH WKH YLDELOLW\ RI DQ\

IXWXUHV PDUNHWV IRU WKDW JRRG�

�� &RQFOXVLRQ� 0DUNHW 3RZHU LQ WKH /RQJ 5XQ DQG *RYHUQPHQW ,QWHUYHQWLRQ

0DUNHW SRZHU LV SUHVHQW LQ PDQ\ PDUNHWV� RQO\ D VPDOO VKDUH RI ZKLFK DUH OLNHO\ WR

EHQH�W IURP JRYHUQPHQW LQWHUYHQWLRQ� 7KH GLDJQRVLV DQG PHDVXUHPHQW RI PDUNHW SRZHU LV

MXVW RQH VWHS LQ WKH SURFHVV RI GHYHORSLQJ VRXQG SXEOLF SROLF\ LQ D PDUNHW� ,Q UHVSRQGLQJ

WR D �QGLQJ RI PDUNHW SRZHU� SROLF\ PDNHUV PXVW UHFRJQL]H WKDW ERWK WKH FRVWV RI PDUNHW

SRZHU DQG WKH DPHOLRUDWLYH H�HFW RI JRYHUQPHQW LQWHUYHQWLRQ FDQ HDVLO\ EH RYHUVWDWHG�

:KHQ PDUNHW SRZHU LV IRXQG WR EH SUHVHQW� WKH ORJLFDO QH[W VWHS LV WR H[DPLQH WKH

VXVWDLQDELOLW\ RI WKDW PDUNHW SRZHU� ,Q PDUNHWV ZLWK ORZ EDUULHUV WR HQWU\� PDUNHW SRZHU

LV OLNHO\ WR EH TXLWH WUDQVLWRU\� 7KH SUR�WV IURP PDUNHW SRZHU DUH OLNHO\ WR DWWUDFW QHZ

HQWUDQWV LQWR WKH PDUNHW RU HQFRXUDJH LQFXPEHQWV WR H[SDQG LQ RUGHU WR JDLQ PDUNHW

VKDUH�� ,Q WKDW FDVH� WKH EHVW JRYHUQPHQW SROLF\ PD\ EH WR OHW WKHVH IRUFHV GR WKHLU ZRUN

XQGHUPLQLQJ WKH H[LVWLQJ PDUNHW SRZHU�� 2Q WKH RWKHU KDQG� LI HQWU\ LV OLNHO\ WR EH VORZ�

GXH WR LQVWLWXWLRQDO� UHJXODWRU\� RU RWKHU EDUULHUV� PRUH DFWLYH SXEOLF SROLF\ PD\ EH ZLVH�

*RYHUQPHQW LQWHUYHQWLRQ� KRZHYHU� LV OLNHO\ WR KDYH LWV RZQ IRUPLGDEOH FRVWV� +LVWRU\

� $FWXDOO\� PDUNHW SRZHU PD\ QRW OHDG WR H[WUDQRUPDO SUR�WV� DW OHDVW DV UHSRUWHG E\ WKH �UP� 6XFK
H[FHVV SUR�WV PD\ EH GLVVLSDWHG LQ KLJK FRPSHQVDWLRQ WR PDQDJHUV� KLJK ZRUNHU ZDJHV� RUJDQL]DWLRQDO
VODFN� RU LQYHVWPHQWV LQ RWKHU SURMHFWV ZLWK ORZ H[SHFWHG UHWXUQV�

� ,W LV ZRUWK QRWLQJ� KRZHYHU� WKDW QHZ HQWU\ LWVHOI FDQ EH LQH�FLHQW LI LW PHDQV GXSOLFDWLQJ FRQVWUXFWLRQ
RI H[LVWLQJ IDFLOLWLHV� IDFLOLWLHV WKDW DUH EHLQJ XVHG DW OHVV WKDQ WKHLU IXOO SRWHQWLDO E\ DQ RZQHU WKDW
SRVVHVVHV PDUNHW SRZHU�

��



WHDFKHV XV WKDW UHJXODWRUV KDYH D GL�FXOW WLPH �JXULQJ RXW WKH EHVW SULFHV� WHFKQRORJLHV�

RU OHYHOV RI LQYHVWPHQW LQ DQ LQGXVWU\� 5HJXODWRUV DOVR DUH VXVFHSWLEOH WR WKH LQ�XHQFHV RI

SULYDWH SDUWLHV ZKR HQFRXUDJH WKHP WR WDNH DFWLRQV WKDW GR QRW EHQH�W WKH JHQHUDO SXEOLF�

$QG� RI FRXUVH� LW LV YHU\ GL�FXOW IRU UHJXODWRUV WR OLPLW WKH UHWXUQV WKDW �UPV FDQ HDUQ

ZLWKRXW GDPSHQLQJ WKHLU LQFHQWLYHV IRU H�FLHQF\ DQG LQQRYDWLRQ� 7KXV� LW LV FOHDU WKDW

VRPH GHJUHH RI PDUNHW SRZHU LQ DQ LQGXVWU\ LV SUHIHUDEOH WR KHDY\�KDQGHG UHJXODWLRQ� ZLWK

DOO RI WKH LQH�FLHQFLHV WKDW DFFRPSDQ\ VXFK UHJXODWLRQ�

1RQH RI WKHVH FRQFHUQV� KRZHYHU� OHVVHQV WKH LPSRUWDQFH RI DQDO\]LQJ DQG HVWLPDWLQJ

WKH GHJUHH RI PDUNHW SRZHU LQ DQ LQGXVWU\� 7KH\ VLPSO\ PHDQ WKDW D �QGLQJ RI PDUNHW

SRZHU LV MXVW RQH SDUW RI D SXEOLF SROLF\ GHEDWH DERXW JRYHUQPHQW LQWHUYHQWLRQ LQ DQ LQGXV�

WU\� 7KH LPSRUWDQW SXEOLF SROLF\ TXHVWLRQ LV ZKDW DPRXQW RI PDUNHW SRZHU LV DFFHSWDEOH

DQG ZKLFK� LI DQ\� JRYHUQPHQW SROLFLHV DUH OLNHO\ WR GR PRUH JRRG WKDQ KDUP�

��



$ 1XPHULFDO ,OOXVWUDWLRQ RI &RPSHWLWLYH 3HDN�/RDG 3ULFLQJ

&RQVLGHU D PDUNHW LQ ZKLFK WKHUH DUH WZR W\SHV RI HOHFWULFLW\ JHQHUDWLQJ SODQWV� WKRVH

ZLWK KLJK �[HG FRVWV� EXW ORZ PDUJLQDO FRVWV DQG WKRVH ZLWK ORZ �[HG FRVWV� EXW KLJK

PDUJLQDO FRVWV� 7R EH FRQFUHWH� DVVXPH WKDW HDFK RI WKH �� ORZ�0& SODQWV LQ WKH PDUNHW

KDV D PRQWKO\ �[HG FRVW RI ��������� D PDUJLQDO SURGXFWLRQ FRVW RI ����0:K DQG D

FDSDFLW\ RI �� 0:� $VVXPH WKDW HDFK RI WKH ��� KLJK�0& SODQWV KDV D PRQWKO\ �[HG FRVW

RI ��������� D PDUJLQDO SURGXFWLRQ FRVW RI ����0:K DQG D FDSDFLW\ RI �� 0:� )LQDOO\�

DVVXPH WKDW HDFK SODQW LV RZQHG E\ D GL�HUHQW �UP DQG DOO �UPV EHKDYH DV SULFH WDNHUV�

2Q WKH GHPDQG VLGH� DVVXPH WKDW WKHUH DUH WZR OHYHOV RI GHPDQG� ��� KLJK�GHPDQG

�SHDN� KRXUV HDFK PRQWK� ZKHQ GHPDQG LV 4  ���������� �3 DQG ��� ORZ�GHPDQG �R��

SHDN� SHULRGV HDFK PRQWK� ZKHQ GHPDQG LV 4  ���������� �3 � 'XULQJ SHDN SHULRGV� DOO

JHQHUDWRUV ZLOO EH UXQQLQJ� WRWDO FRQVXPSWLRQ ZLOO EH ������ 0: DQG WKH PDUNHW FOHDULQJ

SULFH ZLOO EH 3  ��� 'XULQJ R��SHDN SHULRGV� DOO RI WKH ORZ�0& SODQWV ZLOO EH UXQQLQJ DQG

VRPH RI WKH KLJK�0& SODQWV ZLOO EH UXQQLQJ� 7RWDO FRQVXPSWLRQ ZLOO EH ����� 0: DQG

3  ��� 1RWH WKDW GXULQJ R��SHDN SHULRGV� WKH KLJK�0& SODQWV DUH LQGL�HUHQW EHWZHHQ

UXQQLQJ RU QRW� VLQFH SULFH LV H[DFWO\ HTXDO WR WKHLU PDUJLQDO FRVW�

1RZ ZH FDQ FDOFXODWH WKH RSHUDWLQJ SUR�WV RI HDFK W\SH RI SODQW� WRWDO UHYHQXH PLQXV

YDULDEOH FRVWV� DQG VHH KRZ WKH\ FRPSDUH WR WKH �[HG FRVWV RI WKH SODQW� 7KH ORZ�0&

SODQWV HDUQ RSHUDWLQJ SUR�W HTXDO WR ��� � ������� ������� � ������� ���  ���� ���� 7KH

KLJK�0& SODQWV HDUQ ��� � ��� � ��� � �� �; � ���� ��� � ��  ���� ���� ; LV WKH QXPEHU

RI KRXUV WKH SDUWLFXODU KLJK�0& SODQW UXQV GXULQJ R��SHDN SHULRGV� 1RWH WKDW ; KDV QR

H�HFW RQ WKH SUR�W RI WKHVH SODQWV VLQFH SULFH MXVW FRYHUV WKHLU YDULDEOH FRVWV GXULQJ WKH

R��SHDN� ,W DSSHDUV WKDW WKH ORZ�0& SODQWV DUH PDNLQJ PRQH\ ������ SHU PRQWK�� PRUH

WKDQ FRYHULQJ WKHLU �[HG FRVWV RI RSHUDWLRQ� ZKLOH WKH KLJK�0& SODQWV DUH ORVLQJ PRQH\

������� SHU PRQWK��

7KDW LV QRW WKH HQG RI WKH VWRU\ KRZHYHU� ,Q D FRPSHWLWLYH PDUNHW ZLWKRXW EDUULHUV WR

HQWU\� QHZ ORZ�0& SODQWV ZLOO HQWHU VLQFH WKHUH DUH SRVLWLYH SUR�WV WR EH PDGH DQG VRPH

RI WKH H[LVWLQJ KLJK�0& SODQWV ZLOO OHDYH WKH PDUNHW� VLQFH WKH\ DUH ORVLQJ PRQH\� 2QH FDQ

VROYH VLPXOWDQHRXVO\ IRU WKH QXPEHU RI ORZ�0& DQG KLJK�0& JHQHUDWRUV ZKR FRXOG H[LVW

LQ WKH PDUNHW LQ HTXLOLEULXP� ,Q WKLV FDVH� WKH VROXWLRQ LV WKDW LQ WKH ORQJ�UXQ FRPSHWLWLYH

HTXLOLEULXP WKH SHDN SULFH LV ���� WKH R��SHDN SULFH LV ���� WKHUH DUH �� RI WKH ORZ�0&

JHQHUDWRUV DQG �� RI WKH KLJK�0& JHQHUDWRUV� �:KLOH FDOFXODWLQJ WKLV LV UDWKHU WHGLRXV� LW

LV VWUDLJKWIRUZDUG ^ DQG D ZRUWKZKLOH H[HUFLVH ^ WR YHULI\ WKDW WKH DOO JHQHUDWRUV DUH MXVW

FRYHULQJ WKHLU �[HG FRVWV��
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Figure 1 -- P  can exceed MC of last unit produced
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Figure 2 -- P  can exceed MC of all production
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Figure 3 -- Revenues Earned above MC
Contribute to Fixed Costs




