Compare The Profits Of Firm A When Both
Firms Respect The Collusive Agreement To
The Profits Of Firm

Compare The Profits Of Firm A When Both Firms Respect The Collusive Agreement To The
Profits Of Firm is a fundamental analysis in understanding the dynamics of collusive behavior within
oligopolistic markets. Collusion occurs when competing firms cooperate to influence market prices,
output levels, and overall profits, often at the expense of consumer welfare. When both firms adhere
to a collusive agreement, the resulting profit levels for each firm can differ significantly from scenarios
where either one or both firms violate the agreement. This article explores the economic implications,
the factors influencing profits, and the strategic considerations involved in collusive arrangements.

Understanding Collusive Agreements in Oligopoly

What Is Collusion?

Collusion in economics refers to an arrangement where firms in an oligopoly coordinate their actions
to maximize joint profits, often by setting prices or output levels collectively. Such behavior can be
explicit, such as forming cartels or price-fixing agreements, or tacit, where firms implicitly follow each
other's lead without formal agreements.

Legal and Ethical Considerations

While collusion can increase profits for participating firms, it is generally illegal under antitrust laws in
many countries because it harms consumer welfare by reducing competition. Despite legal risks,
firms may pursue collusive strategies to secure higher profits.

The Impact of Firms Respecting the Collusive
Agreement

Profit Maximization Under Collusion

When both firms respect a collusive agreement, they typically agree to set a monopoly-level price or
output, reducing competition. This leads to:

e Higher market prices than in competitive markets

e Increased profits for each firm



e Reduced market uncertainty

The firms essentially behave as a monopolist, sharing the market’s monopoly profits.

Profit Comparison with Competitive Scenario

In a perfectly competitive market, profits tend to normalize to zero in the long run, as firms enter or
exit the market until only normal profits remain. In contrast, under collusion:

1. Profits are significantly higher for colluding firms

2. Market prices are artificially elevated

3. Consumer surplus diminishes
This comparison underscores the profitability advantages firms gain when colluding.

Economic Models Explaining Profits Under Collusion

Cartel Model

The cartel model assumes firms act collectively as a monopoly, setting joint profit-maximizing prices
and outputs. When firms respect the agreement:

e They choose output levels that maximize combined profits

e Market prices are set at a level above competitive equilibrium

¢ Profits are distributed among members according to their agreements

The profits depend on the elasticity of demand, cost structures, and the degree of market control.

Comparison of Profits: Collusive vs. Non-Collusive Equilibrium

To understand the profitability differences, consider the following:

- Non-Collusive Equilibrium (Cournot or Bertrand models): Firms compete on quantity or price, leading
to lower prices and profits.
- Collusive Equilibrium: Firms cooperate, resulting in higher prices and profits, often approaching



monopoly levels.

Analytical tools such as the Cournot model or Stackelberg model can be used to estimate profits
under different collusive scenarios.

Factors Influencing Profits When Both Firms Respect
Collusion

Market Demand and Elasticity

The degree of demand elasticity significantly impacts collusive profits:

- Inelastic demand allows firms to charge higher prices with less reduction in quantity sold, enhancing
profits.
- Elastic demand limits the ability to raise prices without losing market share.

Cost Structures

Firms with lower marginal costs can secure higher profit margins under collusion, increasing overall
profits.

Market Share and Bargaining Power

Distribution of market shares influences how profits are shared among colluding firms. Larger firms
often command a bigger share of the collusive gains.

Legal Risks and Enforcement

The likelihood of detection and penalties influences the stability of collusion and, consequently, the
expected profits.

Comparative Analysis of Firm A’s Profits in Different
Scenarios

Case 1: Both Firms Respect the Collusive Agreement
In this scenario:
- Firm A’s profits are maximized relative to non-collusive competition.

- The firm gains a significant share of the monopoly profits.
- The collusive price is set at a level that balances profit maximization with the risk of detection.



Case 2: Firm A Respects, Firm B Cheats

If Firm B defects:

- Firm A’s profits tend to decline because Firm B may increase output or lower prices to capture more
market share.

- The collusive agreement weakens, leading to potential price wars and reduced profits for Firm A.
- The stability of collusion is compromised, often leading to a breakdown of the agreement.

Case 3: Both Firms Cheat
When both firms cheat:

- The market reverts to a non-collusive equilibrium.
- Profits for both firms typically decrease compared to the collusive scenario.
- The outcome resembles intense competition, with prices dropping toward marginal cost.

Strategic Implications for Firm A

Deterring Cheating

Firms may implement strategies to enforce collusion, such as:

- Monitoring and penalizing defectors
- Establishing long-term reputations
- Using legal or informal agreements to deter cheating

Risks and Rewards

While respecting collusion yields higher profits, firms must weigh:

- The risk of legal repercussions
- Potential for market destabilization
- Long-term sustainability of collusive profits

Conclusion: The Profit Dynamics When Both Firms
Respect Collusion

The comparison of Firm A’s profits under a scenario where both firms respect the collusive agreement
versus other scenarios highlights the significant profitability boost associated with collusion. When
both firms cooperate, they effectively operate as a monopoly, extracting higher prices and profits
from the market. However, this arrangement is inherently fragile; the temptation for individual firms
to defect for short-term gains often undermines sustained collusion.



Understanding these profit dynamics is crucial for policymakers, firms, and economic analysts. While
collusive agreements can be highly profitable for the firms involved, they pose significant challenges
to competitive markets and consumer welfare. Therefore, the analysis of profits when both firms
respect collusion provides invaluable insights into market behavior, strategic decision-making, and
regulatory interventions aimed at promoting fair competition.

Summary:

- Collusive agreements enable firms to maximize joint profits by setting higher prices and controlling
output.

- When both firms respect such agreements, profits are significantly higher than in competitive
scenarios.

- The elasticity of demand, cost structures, and legal environment influence the level of profits.

- The stability of collusion depends on enforcement mechanisms and the temptation to cheat.

- Comparative profit analysis underscores the importance of strategic management and regulatory
oversight in oligopolistic markets.

Frequently Asked Questions

How do profits of Firm A compare when both firms respect the
collusive agreement versus when they do not?

When both firms respect the collusive agreement, Firm A's profits are typically higher due to
coordinated pricing and market sharing, whereas breaking the agreement leads to lower profits due
to increased competition.

What impact does adherence to collusive agreements have on
Firm A's profitability?

Adherence to collusive agreements generally increases Firm A's profits by enabling higher prices and
stable market share, reducing the intensity of price competition.

How does Firm A’s profit change when it respects the
collusive agreement compared to when it breaches it?

Firm A’s profits are higher when it respects the collusive agreement because it benefits from
coordinated pricing, whereas breaching the agreement often results in profit erosion due to price
wars.

In what scenarios does Firm A see the greatest profit
difference when following versus breaking the collusive
agreement?

The greatest profit difference occurs in highly competitive markets where collusion allows Firm A to
avoid destructive price competition, maximizing its profits when adhering to the agreement.



What are the long-term profit implications for Firm A if it
consistently respects the collusive agreement?

Long-term adherence to the collusive agreement can lead to sustained higher profits, but it also risks
legal penalties and market instability if collusion is detected and prosecuted.

How does the enforcement of collusive agreements influence
Firm A's profits compared to a non-cooperative scenario?

Enforcement of collusive agreements typically boosts Firm A’s profits compared to non-cooperative
scenarios, as it reduces price competition and stabilizes the market.

What are the differences in profit margins for Firm A under
collusive versus competitive market conditions?

Profit margins are generally higher under collusive conditions due to higher prices and market
sharing, whereas competitive conditions tend to compress margins.

How does the stability of collusive agreements affect Firm A's
profitability compared to a scenario without such
agreements?

Stable collusive agreements tend to increase Firm A's profitability by providing predictable and
elevated profits, while instability can lead to price wars and reduced profits.

What role does trust among firms play in maintaining profits
when respecting a collusive agreement?

Trust among firms enhances the likelihood of maintaining the collusive agreement, leading to
sustained higher profits for Firm A; mistrust can cause breakdowns and profit losses.

How does respecting a collusive agreement influence Firm A's
market share relative to breaking it?

Respecting the collusive agreement typically helps Firm A maintain or increase its market share
through coordinated strategies, while breaking the agreement often results in loss of market share
due to intensified competition.

Additional Resources

Compare The Profits Of Firm A When Both Firms Respect The Collusive Agreement To The Profits Of
Firm A When Only Firm A Respects The Collusive Agreement

In the world of oligopolistic markets, firms often grapple with strategic decisions that influence their
profitability and market power. A key concept in this context is collusion—an agreement between



competing firms to coordinate their actions, such as setting prices or output levels, to maximize joint
profits. A particularly interesting scenario arises when compare the profits of Firm A when both firms
respect the collusive agreement to the profits of Firm A when only Firm A respects the collusive
agreement. Understanding this comparison sheds light on the stability of collusive arrangements and
the incentives that drive firms toward or away from cooperation.

Introduction to Collusion and Firm Profits

Before delving into the comparison, it's essential to understand the basics of collusion and its impact
on firm profits:

- Collusion occurs when firms in an oligopoly coordinate their actions to reduce competition, often
leading to higher prices and increased profits.

- Respecting the collusive agreement means both firms adhere to the terms set out in the collusion
pact.

- Breaking the agreement or cheating occurs when one firm deviates to gain a larger share of the
market or higher profit, often at the expense of the other.

The core question revolves around how Firm A's profits change under different scenarios:

1. When both Firms A and B respect the collusive agreement.
2. When only Firm A respects the agreement, and Firm B cheats or deviates.

Theoretical Foundations: Collusion and Incentives

Why Firms Collude

Firms primarily collude to achieve higher joint profits than they would under intense competition. By
acting as a cartel, they effectively behave like a monopolist, controlling total output and setting prices
to maximize collective gains.

The Prisoner's Dilemma in Oligopoly

Collusion is inherently unstable because individual firms have incentives to cheat on the agreement:
- If both firms stick to the collusive agreement: Profits are maximized collectively.

- If one cheats: that firm can capture a larger market share and increase profits at the expense of the
other.

- If both cheat: profits revert to the competitive level, often lower than the collusive outcome.

Payoff Matrix Perspective

The decision-making can often be summarized in a payoff matrix:

| | Firm B Respects Collusion | Firm B Cheats |

I | | |
| Firm A Respects | High profits for both | Firm A gains at B's expense |




| Firm A Cheats | Firm A gains more, B loses | Both cheat, profits fall |

Understanding these incentives is key to analyzing the profits of Firm A under different scenarios.

Comparing Profits: Both Firms Respect the Collusive Agreement
The Collusive Equilibrium

When both firms respect the collusive agreement, they coordinate their actions to maximize joint
profits, often leading to:

- Higher prices than in perfect competition

- Reduced output to create scarcity and drive prices up

- Shared profits that are typically higher than non-cooperative outcomes

Impact on Firm A's Profits

In this scenario, Firm A's profits are directly linked to the terms of the collusive agreement:

- Price-setting: Firm A and B agree on a price level that maximizes combined profits.

- Output sharing: The firms divide market share according to pre-agreed rules or bargaining power.
- Profit levels: Firm A's profits are maximized within the confines of the cartel, often close to monopoly
levels.

Factors Influencing Profits When Both Respect Collusion

- Market demand: Higher demand increases total profits, which are then shared.

- Cost structures: Lower costs enhance profitability under collusion.

- Agreement terms: The more favorable the terms for Firm A (e.g., larger market share), the higher its
profits.

Comparing Profits: Only Firm A Respects Collusion While Firm B Cheats
The Cheating Scenario

When only Firm A respects the collusive agreement and Firm B cheats, the dynamics shift
significantly:

- Firm A's position: Firm A adheres to the collusive output and price, expecting stable profits.
- Firm B's behavior: Firm B increases output or lowers prices to capture a larger market share,
undermining the cartel.

Impact on Firm A's Profits

In this case, Firm A faces a dilemma:

- Loss of market control: Firm B's cheating leads to increased competition, reducing Firm A's market



share.

- Price erosion: Firm B's aggressive strategies can force prices down, squeezing Firm A's margins.

- Profit reduction: As a result, Firm A's profits decline from the collusive level to a more competitive
level.

Quantitative Insights

- Profit decrease: The difference between the collusive profit and the non-cooperative profit reflects
the extent of the loss.

- Strategic responses: Firm A may attempt to punish or retaliate, but such actions risk further
destabilizing the market.

Comparative Analysis: Key Takeaways
Profit Levels Under Different Scenarios

| Scenario | Firm A's Profit | Remarks |

| Both Firms Respect Collusion | High, cartel-level profits | Maximize joint gains, stable environment |

| Only Firm A Respects Collusion | Lower than the collusive level, closer to competitive profit | Firm A's
profits are compromised by B's cheating |

| Both Firms Cheating | Typically, profits revert to competitive levels | No collusion benefits; intense
competition persists |

The Incentive Structures

- When both firms respect collusion: Mutual trust and stability ensue, leading to high profits for Firm
A.

- When only Firm A respects the agreement: Firm A's profits diminish due to Firm B's cheating,
highlighting the fragility of collusive arrangements.

Strategic Implications

- Monitoring and enforcement: To sustain collusion, firms often invest in monitoring mechanisms to
prevent cheating.

- Punishment strategies: Firms may threaten to revert to competitive behavior if cheating occurs,
deterring deviation.

- Legal and regulatory risk: Collusive agreements are often illegal in many jurisdictions, adding
complexity to these dynamics.

Real-World Applications and Examples
Case Studies

- OPEC oil cartel: Countries coordinate oil production levels to influence prices, illustrating both
cooperation and cheating dynamics.



- Airline alliances: Firms coordinate schedules and pricing but face incentives to cheat by undercutting
each other.

- Tech industry price fixing: Companies may collude on pricing strategies but risk losing profits if
competitors cheat.

Lessons Learned

- Maintaining collusive agreements requires trust, oversight, and sometimes threats of retaliation.

- The temptation to cheat is high because individual firms often gain more in the short term by
deviating.

- The overall profitability of Firm A heavily depends on whether both firms adhere to or deviate from
the collusive pact.

Conclusion: The Strategic Significance of Collusive Dynamics

The comparison of the profits of Firm A when both firms respect the collusive agreement to the profits
of Firm A when only Firm A respects the collusive agreement underscores the delicate balance of
cooperation and competition in oligopolistic markets. While collusion can yield substantial profits for
Firm A, the temptation for Firm B to cheat introduces instability that can erode these gains.

For firms operating in such environments, understanding these dynamics is crucial for strategic
decision-making. Maintaining cooperation through monitoring, credible commitments, and legal
considerations can help preserve high profits for Firm A. Conversely, recognizing the signs of cheating
and responding strategically can mitigate losses when collusion breaks down.

Ultimately, the profitability of Firm A hinges on the stability of the collusive arrangement and the
strategic interactions with Firm B. By carefully analyzing these scenarios, firms can better navigate
the complex landscape of oligopoly and maximize their long-term profits.
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