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Error costs



Antitrust rules for the game of competition
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A guide o error-cost terminology
e

False Positive False Negative

Court convicts the innocent Court lets the guilty off

Test says you're pregnant Test says you aren’'t pregnant
when you aren’t when you are
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Key counterintuitive result of error cost analysis
.

Tests with modest error rates
can have large error costs.

Suppose out of 100, 90% are

innocent and10% are guil’ry Convictions Acquittals Total
Cost of convicting innocent e
is $20 and cost of (90%) 18 & 70
exonerating guilty is also $20

Guilt
Test has 20% error rafe (13% ° 2 10

Cost of convicting innocent
is $360 (18 x $20) Total 26 74 100

If cost of letting guilty go free
is less than $45 then it is
better to have no
prosecutions.
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Consumer and producer surplus
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Demand Elasficity is a key measure
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The effect of a $1 unit tax
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The effect of a $1 unit tax
-0V
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Typical costs curves
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Typical Firm in the Short Run Equilibrium
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Typical Firm in the Short Run Equilibrium

P MCD Supply
- MC, N N\ /

’ / M / Avc:3

\ S

, \/ Vs

P*
P, / /
P AVC]
Demand

Q, Q, Q]+Q2 Q

) (\PI COMPETITION POLICY
\ J INTERNATIONAL



Maximizing profits — Selecting Optimal Output Level
.00V

Marginal Cost
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Pricing in Competitive and Monopoly Markets

MC=Supply
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Horizontal merger with no efficiencies
e
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Horizontal merger with efficiencies
e

Surplus transferred from
consumers to producers

Merger

Consider also when
marginal cost
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Economics of “new products”
-0V

Demand

Consumer Value of New
Product

Price they pay
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Hotelling Model - Ice cream stand: Competition

on the beach
-

e Consumers are evenly distributed along the beach.
e They all like the same kind and amount of ice cream.
e They don't like to walk though.

e Since consumers all want the same kind and amount of ice
cream both stores offer the same kind and amount.

e Assume price is given ($1 a scoop)

e The only thing left for stores to decide on is where to locate to
maximize profit.
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lce cream stand: Location at the end of the beach

Consumers to the left of - Consumers to the right of
go to Store 1 2 go to Store 2
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lce cream stands can do better by moving closer

e Assume Store 1 Moves to the right

0 1/4 1

[ | | |
Store 1 Store 2

By moving to the right, Store 1 gets more than half of the consumers
Therefore, Store 1 has incentives to move: NOT an equilibrium
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Stores move to the middle and next to each other
-

1/2

Both sellers get half of the consumers and do NOT have incentives to move.
Neither could benefit from a further move: there is an equilibrium.
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Chamberlain’s Model - A firm prices just like a firm

with market power in the short run
e

(Ps-ATC,) Qs is MC

P total profit
/..,/j MR=MC for firm
) ATC =
p \ 4 e .
S 7 Short-run demand schedule facing
/ the firm before entry occurs
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Entry contfinues until each firm breaks even

MC At this point the firm (and similar firms) just
break even in the sense that price equals
average cost. Firm recovers its fixed costs.

Equilibrium price is P
greater than marginal
cost and that margin is
used to cover fixed costs.

ATC

Demand schedule for a firm
shifts left over time as more firms
enter with substitute products
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Transaction Costs - Markets do not work costlessly

* Information costs such as costs of locating a supplier, and discovering
what the prices are.

» Cost of negotiating the terms of the contracts
» Costs related to the policing and enforcement of contracts
* Risks on contracts being breached
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The adjacent monopoly problem
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The two monopolies charge two mark-ups
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An integrated monopolist is more efficient

Profits of an integrated Profits of separate
manufacturer-distributor manufacturer and distributor

n, = Manufacturer’s Profits
Tt >> m, + 7, n, = Retailer’s Profits

A = Loss in profits on
reduced output

Marginal revenue for
the manufacturer given
the demand schedule
" for the distributor

P*

Marginal revenue for
_ the distributor which
“““““ is demand schedule
““““““ for manufacturer

Profi

MC : MC
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N T T COMPETTION POLICY NOTE: manufacturing cost=MC, distribution cost=0
*‘ CP1 renon. (basic result holds when distribution cost is positive).



Traditional network effects
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Direct and Indirect Network Effects
-

* A user of a word processing package such as Google Docs
values the package more if there are more users because there
are more people with whom she can exchange compatible
documents.

e A users of the Android operating system value it more if there
are more applications for it, and the developers of applications
value the operating system more if there are more users.
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End Review, Next Class Topic 7, Multi-Sided
Platforms
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