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Chapter 1

The German beer cartel: what happened and why did it break down?
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Exam success

The up-to-date facts, examples and arguments in this chapter will help you to produce good quality answers in your A2 unit tests in the following areas of the specifications:



	Edexcel
	AQA
	OCR



	
Unit 3
Collusive oligopoly
Game theory
Competition policy
	
Unit 3
Oligopoly
	
Unit 3
Collusive oligopoly
Game theory
Competition policy
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Context

Oligopolies, where a few firms dominate the market, make up the majority of real-world industries in the economy, from cinemas to banking to beer manufacturers. These firms regularly compete with one another using a variety of pricing and non-pricing strategies. However, this chapter focuses on when they collectively choose to not compete, i.e. they aim to collude with one another to increase industry profits.

Beer manufacturing is one of Germany’s most iconic industries. The focus of this chapter is to assess the reasons why the beer manufacturers colluded together and why that agreement broke down. The chapter gives you a topical context that can be used to analyse topics such as cartel behaviour, game theory and the competition policy needed to address such anti-competitive practices.
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What is a cartel?

Between 2006 and 2008, German beer manufacturers colluded over beer prices by agreeing to restrict competition in order to raise the profit made on selling beer.

There are two types of collusion firms can engage in: tacit and overt. Tacit occurs when there is no formal agreement between firms to collude. This is often done via price leadership, where the price leader increases their price in the hope that others will follow suit.

However, in the case of the German beer industry, firms undertook overt collusion using a formal agreement. This was done via secret phone calls and private meetings between the major beer-producing companies. A formal collusive agreement is called a cartel. Forming a cartel has the advantage that it helps to manage the agreement between the firms but, if the cartel agreement is found, it is easier to prove than tacit collusion.

What happened in the German beer cartel?

The German beer cartel took place between 2006 and 2008. It involved the major beer producers increasing prices of draft beer in the range of 5 to 7 euros per hectolitre (100 litres) in order to increase their supernormal profits. In 2008 there were talks to try to increase the price of bottled beer too, this time by 1 euro per 20-bottle case.

The companies involved were all well-known brands in the German beer market and included Bitburger, Krombacher, Veltins, Warsteiner and Ernst Barre. Other firms are also suspected of being involved and are under investigation, including companies outside Germany.

This is the first time that collusion has been found in the German beer market. So what could explain why it occurred? One possible explanation is the high concentration in the German beer market. There are certainly a number of firms that dominate the market. For example, Oettinger, Krombacher and Bitburger produced over 15 million hectolitres together in 2012. These firms have the market power both to be price-makers and to create collusive agreements. Furthermore, markets with high concentration should be easier to coordinate when it comes to making collusive agreements, with fewer firms to organise and fewer firms able to undercut the collusive price.

Another reason could be high barriers to entry in the market. The German beer market is full of well-known, reputable brands, which should make entry into the market more difficult. Add to this the start-up, distribution and development costs of making and producing beer in Germany, and the chances of a firm entering the market and undercutting the cartel seem low.

However, with a total of over 1,300 breweries in Germany and more than 40 companies with over 8 million litres in terms of volume sales, competition is still high in the German beer market. Although this may be the case, many of these smaller breweries survive mainly because they find small gaps in the market and often charge premium prices for their niche products. Arguably they do not have the scale to compete with the beer giants in Germany on price and therefore the chances of them undercutting any cartel agreement seem minimal.

Finally, beer in Germany is subject to purity laws which limit the number of ingredients that can be used to manufacture the product. Although it is certainly not the case that German beer is homogeneous (loyal beer followers will certainly see each beer as different), the purity laws make it more so. With similar products and prices for German beer from the main manufacturers, it is arguably easier to collude and agree a new collusive price. Other famous German industries, such as cars, have more differentiated products than beer.

Game theory explanations

Game theory is one way to model oligopolies. Any game requires players, strategies and payoffs. In this case the players are the German beer manufacturers, the strategies are the prices of beer and the payoffs are the profits.

A simple game theory matrix such as Figure 1.1 could be used to show the logic behind the German beer cartel. As ever with game theory, this is a simplification of reality aimed to demonstrate the key issues occurring. For example, we are showing only two firms and the figures for profit/prices are estimates.
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In Figure 1.1, the competitive equilibrium (or Nash equilibrium) is where both Anheuser-Busch and Bitburger both set the price at €2 and gain €600m profit each. However, if both formed a cartel and set the price at €2.50 they would increase their profits by €100m to €700m. Therefore, a clear rationale for the formation of the German beer cartel was an increase in supernormal profits. With all firms agreeing to collude, a higher price could be set.

The breakdown of the cartel

In 2014 Anheuser-Busch (maker of Becks) gave information to the competition authorities implicating other German beer companies in their operation as a cartel. However, this will surely have reduced the profits made on Becks as the market returns to the competitive equilibrium. So why did Becks break up the cartel?

First, as the ‘whistle-blower’, Anheuser-Busch escape any fines or punishment from competition authorities because the organisation cooperated and revealed the collusive behaviour. Other firms were fined a total of €106.5m by the competition authorities in order to protect the public interest and to discourage future anti-competitive behaviour by firms.

Secondly, any collusive agreement is inherently unstable as firms always have the incentive to undercut the agreement. In the example above, Anheuser-Busch could gain €800m as beer consumers switch to Becks due to the higher price of Bitburger’s beer. Even with brand loyalty, there should have been a positive impact on Anheuser-Busch’s profits on account of undercutting.

Finally, collusive agreements often fail during periods of falling demand. Firms may have more incentive to undercut the agreement as they see their revenue and profits fall in the collusive agreement. This is true in Germany, with drinkers switching away to healthy alternatives. Beer consumption and total beer production are both down in recent years and falling to record lows. Maybe Anheuser-Busch were driven by a fall in their profits and decided to break up the cartel to gain a short-term profit.

[image: ]


Summary

Cartels are formal collusive agreements between firms in order to restrict competition and increase industry profits. They are a form of overt collusion, in this case via secret telephone calls and private meetings between the businesses involved. The German beer cartel operated between 2006 and 2008, with the beer manufacturers aiming to increase profits.

Some reasons did favour collusion in the industry, such as:


•  a high level of market concentration, giving beer manufacturers market power

•  high barriers to entry, preventing wide-scale entry into the market

•  small brewers not being able to undercut the agreement because of their small scale

•  purity laws, making German beer a more homogeneous product.



Fundamentally, game theory shows the incentive to collude for German beer companies as there is the potential for higher supernormal profits for manufacturers.

The cartel broke down when Anheuser-Busch reported the anti-competitive behaviour to the competition authorities and all firms but Anheuser-Busch were fined. The possible rationales for the cartel breaking down were:


•  competition authorities giving whistle-blowers immunity, encouraging Anheuser-Busch to report the cartel

•  short-term profits being earned by Anheuser-Busch from undercutting the agreement, as shown by game theory

•  falling demand for beer in Germany because of changing lifestyles, providing a greater incentive to gain these short-term profits for Anheuser-Busch.
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Exam focus

To consolidate your knowledge in this chapter, answer the following questions:



1  Outline the main differences between overt and tacit collusion.


2  Using game theory to support your answer, explain why there is an incentive for firms to collude and for collusion to break down.


3  Assess the factors that could favour collusion in the German beer industry.


4  To what extent are competition authorities right to provide immunity for whistle-blowers in cases of collusive behaviour?
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Chapter 2


Help to Buy: are we creating another housing bubble?
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Exam success


The up-to-date facts, examples and arguments in this chapter will help you to produce good quality answers in your AS and A2 unit tests in the following areas of the specifications:






	Edexcel

	AQA

	OCR






	
Units 1 and 2 or 4
Demand and supply
AD and AS
Macroeconomic policy

	
Units 1 and 2 or 4
Demand and supply
AD and AS
Macroeconomic policy

	
Units 1 and 2 or 4
Demand and supply
AD and AS
Macroeconomic policy
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Context


Housing is one of the most fundamental sectors of the economy. The collapse of the US housing market in the late 2000s was one of the major causes of the financial crisis that has hit the world economy since. The UK’s economic performance is also heavily influenced by developments in the housing market.


With the Help to Buy scheme the government is trying to boost the UK housing market once more, but there are concerns that we are creating a ‘housing bubble’ all over again. This chapter focuses on what the scheme includes and the impact it is having at a microeconomic and macroeconomic level in the UK.
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What is the Help to Buy scheme?


The Help to Buy scheme was introduced in England in April 2013, and later followed in Scotland in September 2013 and Wales at the start of 2014. The scheme attempts to allow homebuyers to buy a house that they previously could not afford because of the large deposit required.


The first phase of Help to Buy allowed homebuyers to purchase a property with as little as 5% deposit. The government provided an equity loan of 20% of the value of the house, which was initially interest-free. The remaining money was borrowed from financial institutions by the buyer.
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Figure 1.1 The German beer cartel: game theory matrix






