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Section 3: Market power and entry 
 
 
Example 1: Firms financial condition and airline price wars 
 
Price war: It is a period in which the firms in an industry set prices that are 
significantly below the usual prices, generally implying a change in 
strategy within a set of oligopolists. 
 
Economic models of price war emphasize the role of demand fluctuations. 
Changes in demand alter the expected profitability of undercutting a tacitly 
collusive equilibrium.  
 
Other possible factors are firms’ financial difficulties. Firms in trouble 
pursue strategies that raise current returns at the expense of lower returns in 
the future.  
 
 
Objective: Test the hypothesis that firms in worst financial condition are 
more likely to start a price war. How likely a firm is to respond to an 
initiator’ price cuts depends on the share of the respondent’s routes it 
shares with the initiator.  
 
Data: 14 major airlines between 1985 and 1992. U.S. Department of 
Transportation. Data on prices. Firms may choose to start a price war, join 
an existing price war, decide not to participate in a price war. Data on 
traffic, and financial characteristics.  
 
Main difficulty: Identify price wars in the data. Data are published when the 
trip occurs, not when the ticket is purchased. Authors use reports in the 
press.  
 



The model: 
 
Probability to start a price war: 

 
Estimate this function with a probit. 
 
Financial measures: 
 

 
 
Risk of response a firm faces: Calculate a competition measure. The 
“potential followers” measure for carrier i in period t is: 

 
 
Results: 
 
Comparison to previous price war results: Effect of demand fluctuations. 

 
 
Control for endogenous effects. 
 



 



 

 
 
 

Decision to lead a price war: 

 
 
 



 



 
Decision to follow in a price war: 
 
Route overlap with the price war leaders is the share of the carrier’s traffic 
that is on routes also served by the price-war leader. 

 
 

 
 
 
 



Example 2: Hubs and high fares: Dominance and market power in the U.S 
airline industry. 
 
 
Objective: Evaluate the importance of route and airport dominance in 
determining the degree of market power exercised by an airline. Check 
whether an airline with a dominant share of the traffic at one airport has a 
competitive advantage on routes that include that airport.  
 
 
Results: Share of traffic at endpoint airports and share of traffic on the route 
both have significant positive effects on the price. 
 
 
Factors explaining dominance: 
Frequent flyer programs. When an airline offers extensive service from a 
traveller’s home airport, its FFP becomes more attractive. 
Travel agent commission. 
Availability of slots and gates at airports.  
 
 
Data: A unit of observation is an airline-route pair in the third quarter of 
1987. Observations on the 9 largest domestic airlines at that time.  
 
 
The model: 
 

 



 
 
Results: 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 



 
 
 
 
 

 
 



 
Example 3: Selling costs and switching costs: Explaining retail gasoline 
margins. 
 
Objective: Switching and transportation cost to explain product 
differentiation and differences in price-cost margins. Analyse the possible 
explanations for the differences in retail margins between leaded and 
unleaded gasoline and for the changes in these differences over time. 
Higher margins for unleaded gasoline. 
 
The gas station industry: Sellers are heterogeneous since they differ in 
locations. They can exercise price discrimination. As a result, the exercise 
of market power does not necessarily leads to high profits.  
Since 1986, many stations have stopped offering leaded gas, increasing the 
search costs of buyers of leaded gasoline relative to those of unleaded 
buyers.  
 
Other potential factors to explain prices differences:  
Cost of selling gasoline to different types of buyers. Depends on the 
marginal cost of serving different types of buyers, or on possible 
differences in the average fixed costs of carrying each type of fuel.  
Strategic explanations: Pricing of one type of gasoline to signal a retailer’s 
prices on its other products.  
 
Results: margin differences are due to the fact that gasoline stations have 
some local market power and that they price discriminate against costumers 
who are less likely to switch stations. 
 
Price discrimination:  
A gasoline station faces different elasticities of demand from different 
groups of consumers then margins are likely to differ across groups.  
Different elasticities from unleaded than from leaded gasoline buyers either 
because the groups differ in their elasticity of demand for the good or 
because they differ in their willingness to switch sellers of the good. 
 
Data: 
Gasoline purchase behaviour of 5000 families from 1980 to 1984.  
Aggregate data for average wholesale and retail prices for gasoline. 63 
standard metropolitan statistical areas.  
 
 



 
 
 

 
 
 



Test for price discrimination: 
 
Test for income and product availability on gasoline margins: 
The higher income of buyers of unleaded gasoline may indicate that these 
consumers are more loyal to an individual station or brand.  
 
 

 
 
 
Explain the difference between the average margin on unleaded and leaded 
regular gasoline in SNSA i at t with availability and the ratio of the average 
income of leaded-gasoline buyers divided by the average income of 
unleaded-gasoline buyers. 
 
 

 
 
 

Instruments: Population density, per capita income, annual snowfall, annual 
number of 90+ degree days, and annual number of subfreezing days. 
 
 

 
 



 
Example 4: Density and integration effects on Class I U.S. freight 
railroads. 
 
The new debate in the U.S., Europe and elsewhere is whether competitive 
access should be granted to rail infrastructure and operation.  
 
Should a vertically integrated system be maintained? 
 

 
 

Objective: Estimate a multiproduct cost function which includes multiple 
operational outputs and infrastructure maintenance output.  
 
Results: Significant cost complementarities among operational outputs. No 
strong complementarities between operations and infrastructure.  
 
The model: 
 

 
 
Translog Cost function: 
 

 



 
 

 
 
Use Shephard’s lemma: 
 

 
 
Cross cost effects are said to exist if the production of one output reduces 
or increases the marginal cost of producing a second output.  
 



 
 
 
 
 
 
 

 
 
 
 
 
 
 
 



Results: 
 

 

 
 
 
 
 



 
 

 
 

 


