Review Questions – End of term, ECMC41

1. One of the “organizing frameworks” for ideas in Industrial Organization is known as the Structure-Conduct-Performance framework.   In brief, this theory suggests that the structure of an industry determines its conduct, and the structure and conduct together determine performance.  

a. Define “structure”, “conduct” and “performance” and provide examples to illustrate your definitions.  

Structure refers to a set of factors that determine the competitiveness of the market, such as the number of buyers and sellers, barriers to entry, and whether a product is differentiated rather than homogeneous.  Conduct refers to the behaviour of firms in the industry including investment, product choice, pricing behaviour, advertising and research and development.  Performance refers to the success of an industry in producing benefits for consumers and economic welfare for society.  Performance will be assessed with measures of efficiency, including consumer surplus and producer surplus, the price and quality of the product, the degree of technical progress etc.

b. Provide one example of an economic model of an industry (note: a model would be something like perfectly competitive, monopoly, etc.) that fits well with the structure-conduct-performance theory.  Explain clearly why the model does fit the theory.

Perfect competition or monopoly fit pretty well, as discussed in class..

c. Provide one example of an economic model of an industry that does not fit well with the structure-conduct-performance theory.  Explain clearly why the model does not fit the theory.

A contestable market seems not to fit very well, because even with few buyers and sellers, the market will behave competitively.  Further, temporary monopolies due to strength in produce innovation are not necessarily negative in performance (despite the monopolistic structure).

2. What role do “barriers to entry” play in the Structure-Conduct-Performance theory?  Explain.

A very important role.  Entry or the potential of entry is the key force that disciplines producers and makes them behave more competitively.  Much of the “strategic” behaviour by firms that we discussed during the term is designed to erect or enhance barriers to the entry of competitors.

3. If an industry is a monopsony, what is likely to happen to the price of the inputs it buys?  Show this with an example.  A monopsony industry will create deadweight loss.  Why?  Explain why there is deadweight loss with a monopsony?

The price of inputs will fall below the competitive level. (If you imagine a firm facing a labour supply curve given by W = 10 + 2L, where W is wage per hour and L is number of workers, then the marginal outlay by the monopsonistic firm would be MO = 10 + 4L [total outlay on workers is W x L, or 10L + 2L2, so marginal outlay is 10 + 4L…  same intercept, twice the slope].  If demand for labour is W = 70 – L, we have 10 + 4L = 70 – L or 5L = 60 or L* = 12.  Substituting into the labour supply curve, we get W* = 34.  However, the competitive amount of labour would have been where 10 + 2L = 70 – L, or 3L = 60, so L* = 20.  The competitive wage would have been W* = 10 + 2L = 50.) 

 The deadweight loss is associated with the reduction in the amount of a particular input hired (in the example above, the reduction from 20 to 12 workers being hired). Some of this deadweight loss is composed of marginal value of output to the producer being higher than the wage he is paying [i.e., it would have gone to purchasers of these inputs] and some would have been composed of the wage being higher than the minimum necessary to encourage these workers to supply their labour to the market [i.e., would have been received by sellers of the inputs who are now not going to be hired].  Deadweight loss in this example is (58 – 34) x (20 – 12)/2 = 96.    

4. Perfectly competitive firms sometimes earn substantial amounts of profit.  Is this inconsistent with Structure-Conduct-Performance theory?  Explain.

PC firms may earn substantial profits but only in the short run.  These profits are functional, in the sense that they attract additional resources to an industry in which demand is expanding.  The additional output from these additional resources eventually returns profit to zero in the long run.  This is the competitive response that is predicted by SCP for a PC market.

5. In a monopoly industry, the marginal revenue of the monopolist is related in some way to the elasticity of demand.  In what way?  Explain.

MR = P(1 + 1/ED).  In other words, MR for a monopolist is less than price and the amount by which MR is less than price is affected by the elasticity of demand.  When demand is quite elastic (greater than one in absolute value), then MR is close to price.  If demand is less elastic, the additions to revenue are less as a proportion of price.  If demand is inelastic, MR is negative.

6. Is a monopoly industry necessarily bad for consumers and the economy, as the Structure-Conduct-Performance framework would seem to suggest?  Give examples of situations in which a monopoly might not be a bad thing.

Economists are negative about monopoly because of the allocative inefficiency.  Monopoly produces too little output (allocates too few resources to production of a good), and sells the good at too high a price.  As a result, consumers do not get the benefit of the additional output they would have enjoyed (despite the fact that they were willing to pay more than the marginal cost of producing it).  Even the consumers who get to consume the good get less consumer surplus because of the higher price.  However, there are exceptions.  In the case of natural monopoly (i.e., where there are economies of scale large relative to the size of the market), one producer can produce all the output at a cost lower than two producers, so having a single producer makes sense.  And it may be true that the lure of monopoly profits is an important force generating increased research and development expenditure (and therefore increased innovation) by companies.  So, particularly in industries in which the technology is changing rapidly, allowing a firm to hold a temporary monopoly may just provide enough incentive to promote a competitive race to develop the technology of the industry.  In the long run, the rapid development of technology may benefit consumers more than maintaining perfect competition would have.

7. Imagine that the government has the choice of having an industry be a pure monopoly, or having it be dominated by one big firm but with a competitive fringe of smaller firms.  Which one will the government choose, and why?  In particular, in which type of industry will there be larger consumer surplus?

A dominant firm-competitive fringe model will not raise price as high, or lower output as much as a monopoly would do under similar cost and demand conditions.  This means that the dominant firm-competitive fringe will provide greater consumer surplus and less deadweight loss than monopoly.

8. Is Microsoft a monopoly, or not?  Explain.  Would consumer welfare be higher if Microsoft were broken up into a large number of small competitive firms, or would consumer welfare be lower?  Explain your point of view.

First, you need to define what the product is.  Monopoly refers to the existence of a single seller in the market for a particular product, but Microsoft is a multi-product company.  So, we would have to decide whether we were talking about the market for word-processing software, the market for operating systems, the market for internet browsers, etc.  Second would be the question of whether Microsoft was the only producer.  In all cases, there is at least some competition, but Microsoft has a very large percentage of the market, so has a lot of market power.  The third issue is whether many competitive firms would be better for consumers and society than one big Microsoft.  Since Microsoft’s success has been very much associated with continuing innovation, it is not clear that breaking Microsoft into a large number of much smaller firms would deliver benefits to consumers.  Partly, this comes because there are benefits to consumers that come from having only a small number of operating systems, for instance, because interconnection is possible it is easier for consumers to transfer files back and forth.  And partly it comes from the very large amount of money and effort Microsoft is able to put into new product development and testing.  

9. Define “predatory pricing”.  Is predatory pricing more or less likely to be successful as a business strategy when firms have similar costs?  Explain.  What effect do sunk costs have on predatory pricing?

Predatory pricing is a form of strategic behaviour by a firm in which the firm prices its product very low in order to make it uneconomic for a competitor to stay in the business, or perhaps for a potential competitor to enter the business.  The objective of predatory pricing is, by driving competitors out of the business, to establish a greater degree of market power in the future, so that, in the future, the firm can raise its price and reap substantial profits.  When firms have similar costs, it is hard to believe that this is likely to be a successful strategy.  The firm charging a very low price will either have its price matched by the competitor (if this price is above costs) or will have the rival temporarily shut down or reduce its output.  But, this would mean that the rival will have smaller losses than the predator, so it will be stronger in the future and the predator will be weaker.  Of course, if the predator has lower costs, it may be able to price very low and drive high-priced competitors out of business….but it is not clear that it can later raise price significantly (because this might again attract competitors).

Sunk costs can be important when predatory pricing is directed to preventing entry by a new competitor.  If there is a substantial portion of the costs of doing business that are sunk (i.e., fixed costs that are not recoverable by, for instance, reselling an asset), then the costs that the incumbent has to cover are different than the costs the potential entrant has to cover (i.e., the potential entrant has to have a decent prospect of covering all costs, including the sunk costs, because they have not yet been incurred before entry).  This asymmetry could make low pricing an effective strategy for the incumbent.
10. Professor Easterbrook believed that the Canadian courts should not be willing to hear a charge of predatory pricing until after the alleged predator had driven the other firm out of business and had then proceeded to raise its prices.  Why do you think Professor Easterbrook had this opinion?

Many firms will claim predatory pricing by a rival when that firm is charging very low prices. As an offence, predatory pricing only exists if the alleged predator is charging a price below its average variable cost (or, perhaps, short run marginal costs).   However, in many cases, there will be cost differences between the firms that mean the alleged predator is not pricing below its costs.  It may be very hard to distinguish between predatory pricing and good healthy competition.  And, unless there is a barrier to entry that can be established to keep competitors out of the industry, low pricing may become a permanent feature of the industry.  The alleged predator may never be able to establish monopoly power.  Canadian courts would not want to discourage these competitive forces, by confusing them with an attempt to monopolize markets.

11. What is “limit pricing”.  Explain how a firm could use its investments in capital equipment to help it engage in successful limit pricing?  How does this kind of investment strategy help make limit pricing successful?

“Limit pricing” refers to a strategy to keep potential entrants from entering a monopolized industry.  The incumbent firm would produce an output just large enough so that the residual demand would be insufficient for the potential entrant to cover its costs (profit would be less than zero).  This requires a belief on the part of the potential entrant that the incumbent firm would not change its current output after entry occurs.

The problem with the limit pricing model is that there is no obvious reason why the potential entrant has this belief.  In fact, once the potential entrant is established in the industry, this would not be a profit-maximizing output for the incumbent firm.  Therefore, it may make sense for the incumbent firm to make investments that restrict the output amount it can choose.  If the incumbent has no choice but to produce the large output described in the paragraph above, it can make the threat of limit pricing a credible one.

12. Distinguish between credence goods, experience goods and search goods.  Provide at least two examples of each one, with some justification for each.  How is the type of good likely to affect advertisement of the different products?

Credence goods are ones for which the true quality is never fully known by the consumer/purchaser. Complex medical procedures, chiropracty and psychological counseling could be examples, because the consumer is not able to accurately and fully judge, even after consumption has taken place, whether these services are of very high, average or low quality.  Experience goods are ones for which the quality is only known by the consumer after consumption has taken place.  Single-malt scotch, oysters, camembert cheese, camera lenses and software programs would be examples, because the consumer will not know what the quality is before they are experienced/consumed.  Search goods are ones for which the main characteristics and quality can be determined by physical inspection.  These would include clothing, most fruit and vegetables and furniture.

Experience goods are much more likely to be advertised than search goods.

13. In the advertising section of this course, we studied the following equation:  α/R = [(P – MC)/P] x EQα .   Identify each of the symbols used in the equation and explain what it is.  Then explain what this equation tells us about what kinds of firms are more and less likely to do a lot of advertising.  
“Alpha” refers to the annual dollar amount of advertising expenditure.  “R” is the annual sales revenue from this product.  P is the price, and MC the marginal cost, so (P-MC)/P is the proportion by which price is marked-up over marginal cost – a measure of market power).  Finally, “EQα “ is the elasticity of demand for the product to the dollars spent on advertising.  

The formula tells us that the percent of sales revenue that a firm should spend on advertising depends both on how effective that advertising is in increasing demand for the product, and on the market power of that firm to generate profits from sales.  Firms with more market power and firms in industries where advertising is effective in changing consumer tastes (e.g., experience goods, rather than search goods) will be likely to spend more on advertising.

14. Advertising can affect the tastes of consumers, increasing their willingness-to-pay for a good.  Draw a diagram showing the demand for a good according to the pre-advertising tastes and the post-advertising tastes of consumers.  Assuming there is a single monopoly firm in this industry, use this diagram to make an argument that firms are likely to have the incentive to advertise too much.  Explain what you mean by “too much”.
This problem was done in class, but can also be checked out in the text in the chapter on Advertising.

15. What is “dumping”?  How might you be able to determine whether a good is being dumped?  Is dumping helpful or harmful to the importing country?  Discuss.

Dumping is the act of selling a good in foreign markets below “fair market value”.  Fair market value can be judged in different ways, depending on circumstances.  It might mean the normal price at which the good is sold in the domestic market.  It might mean the price at which the good is sold in other foreign markets.  It might mean the full cost of production and transportation of the good, including an allowance for normal profit.  Dumping is therefore akin to predatory pricing….the presumption is that the company in a foreign country is unfairly pricing its output so low as to harm the market share of domestic producers of the same good.

If a foreign competitor is selling at below its costs, it will certainly be harmful to domestic producers, who will complain bitterly about the unfair competition.  But, it will be very beneficial to consumers in the importing country.  And, unless there is some good reason why domestic producers cannot later increase their output, it is not likely that the foreign competitor will be able to later raise the price to later earn monopoly profits.  It may even be the case that a foreign government will subsidize its firms to be able to dump goods in other countries’ markets.  However, even this circumstance might be one that the importing country should welcome….it will get cheap goods, with its consumption subsidized by a foreign government, and it can shift production to other goods and services.

16. A tariff could be used to protect a domestic industry from foreign competition.  Alternatively, the domestic industry could be given a subsidy designed to make it better able to compete.  Draw a diagram that allows you to compare the effects of a tariff and a subsidy to a perfectly competitive industry.  Identify the areas on the graph that tell you about the welfare effects of these two policies.  Which policy is the better one? Explain.

We drew this diagram in class, showing the welfare gains and losses to different parties from the two alternative policies – a tariff and a subsidy.  A subsidy will have lower deadweight loss than a tariff that excludes imports.

17. Does regulation have positive or negative effects on the economy?  Economists have argued both sides.  Briefly, but clearly, present arguments for the positive view and the negative view of the effects of regulation.

Regulation can be designed for different purposes.  Of course, there are regulations designed to improve product quality, to make workplaces safer for workers, and reduce pollution.  These may have positive impacts.  In the case of natural monopoly, economists argue that marginal cost pricing or average cost pricing will be better than the monopoly price and quantity (lower deadweight loss, larger output of the monopolized good). 

On the other side, some economists argue that governments do not know enough about the costs of these natural monopoly firms to be able to accurately determine what price they should be charging.  And, the costs of these firms will change over time, and the regulators will not know enough about the changing costs to adjust the regulated price appropriately.  This will lead to misallocation of resources, and may provide incentives for the regulated monopoly firm to increase its own costs (creating cost inefficiency).  

The alternative of “rate-of-return” regulation is no better.  It has been shown to lead to excessive investment in capital equipment, and an inefficiently large capital-labour ratio (the Averch-Johnston effect).  

Finally, some economists believe in “capture theory” which suggests that the most likely effect of regulation of industries is that the regulators get “captured” by the industry, and end up serving the industry’s interests.  In other words, the regulators come to believe that whatever is in the interests of the industry is in the interests of society.  Then regulations become ways of keeping competitors out of the industry and providing a guaranteed revenue stream for the regulated companies.

18. Rate-of-return regulation is said to have some negative effects on the regulated industry.  Describe and explain the nature of these negative effects.  

See the answer above about the Averch-Johnston effect.

19. Price discrimination is illegal under Canada’s Competition Act.   Does this mean that men and women cannot be charged different prices for haircuts?  Why or why not?

Price discrimination is illegal, but not price discrimination in consumer goods and services.  The type of price discrimination that is illegal occurs when two firms that compete in the same market are sold an input at different prices.  If a firm that sells inputs (or intermediate goods that will be purchased by firms for further processing) sells those inputs to two firms who are in competition with each other but sells the inputs at different prices to the two firms, this price discrimination would be illegal.  

20. Canada’s Commissioner of Competition uses a two-stage test to determine whether predatory pricing has occurred.  Describe each of these two stages, and describe what information the Commissioner will look for in each stage.

The first stage test is to determine whether predatory pricing is, on the face of it, a credible claim.  In other words, the Commissioner will assess whether the industry in which predatory pricing is claimed is a concentrated industry, with a large amount of the sales concentrated in a few firms.  The Commissioner will look at barriers to entry, the amount of sunk costs, the likelihood that the alleged predator has a cost advantage, and other factors to determine whether this is an industry in which predatory pricing is likely or unlikely to occur.

The second stage test is only carried out if the first stage test is positive.  In the second test, the Commissioner will examine the costs of the alleged predator to determine whether current prices are below average costs or below average variable costs.  Pricing below average variable costs is almost certain to be considered to be predatory, while pricing below full average costs may or may not be predatory depending on circumstances.

21. When the Commissioner of Competition is trying to determine whether a merger is in the public interest or not, she will take into account a number of factors to make this judgement.  List and explain at least three of these factors, indicating how each is likely to affect her judgement of the merger.

The first factor will be the share of total industry sales concentrated in the newly merged firm.  However, a large share of output (which could be associated with non-competitive outcomes) will not be sufficient reason to oppose a merger.  In addition, a series of other factors will be considered, including (a) barriers to entry, (b) whether the firm being taken over was in danger of failing and going out of business, (c) the amount of potential  competition provided by foreign suppliers of the product (i.e., imports), (d) the rate of innovation in this industry, (e) availability of close substitutes to the good produced by the merged firm, (f) possible offsetting efficiency gains (lower production costs) for the merged firm.

