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LEARNING OBJECTIVES

o Distinguish between the model of perfect coml?etition and
the concept of competition as an entrepreneurial process.

o Tnvestigate the ways profit seekers might seek to restrict
market competition.

e Critically analyze the argument about the anti-c.or.npefitive
nature of “selling below cost” and “predatory pricing.

e Distinguish the intent of antitrust policy from the actual
practice of regulation.

¢ Convey that it may be an error to evaluate a less-thar.1-1deal
market process from an ideal-but-unattainable solution.

Comfaeﬁﬁan as a Process

e the term competition in everyday 1anguag-e, we
gg:: (;ztee;xlsthan not mean it to refer to an a'ctiYity that mdl&il:&ls
engage in. Tiger Woods is fiercely competitive in the sensv.; o8
he combines his genetic endowment with hard work and orgts
mental toughness to compete against and defeat his opponen R
in golf tournaments, His goal, as is the goal of all great spgjr;fse i
ures, has been to win and win ovenyhe:_[mmgly. It was no .
ent for Ted Turner when he revoluttomzed‘ television newih or et
Bill Gates when he lowered our costs of using computers thro

software innovations.

Many economists attribute a slightly different meaning to the

. . sHon
word competition. For them, the economic notion of competitio? =

represents a state of affairs. A competitive market is said to exist

when these conditions are present: =
* There is a large number of buyers and sellers so nobody .
possesses market power, Conpatin “'fm/
* Market participants possess full and complete information government policy
of alternatives,

* Sellers produce a homogenous product.
* There is costless mobility of resources. ompetition.”
* Economic actors are price takers. Eompenion,

When all these conditions exist, economists call this “per-
fect competition.” The logic of perfect competition results in a
hypothetical optimal allocation of resources and zero economic
profits.

This basic model has been very useful to economists for close
to a century. But its use has not been without serious costs o our
economic understanding. The development of this model has ob-
scured the institutional framework thar underlies a functioning
economic system (which we examine in Chapter 11). And it has
ignored the entrepreneurial adjustment process (already discussed
in Chapter 7) that is at the center of the robust nature of market Pﬁ"’ﬁ’d# competiting igaores
economies and the source of their vibrancy that is the engine of
economic growth and prosperity in the modern world (the subject
of Chapter 16). Focusing on price taking behavior under perfect
information, the notion of perfect competition has unfortunately
overlooked the entrepreneur and the monetary calculation of
profit and loss.

The model of the “perfectly competitive” economy, which has
no special focus on entrepreneurship, was used by economists to
explain the supply-demand coordination proposition we explored
in Chapter 3. There is a general interconnectedness to economic
activity that is often forgotten in less developed depictions of the
economic system. The fact that a revolution in Chile will be im-
mediately registered in the price of copper in the futures market
in New York City is one of the most essential points of sophisti-
cated economic theory. A functioning market economy provides

Characteristics of Teriect
a

the wole of entreprencirsiiy,
Z .

incentives and information for economic actors to coordinate

their plans with one another to realize the mutually beneficial

&ains from exchange. Under the conditions of “perfect competi-

ton,” however, the market accomplishes this coordination task

- Perféctly so that no further gains from exchange exist, and all

; st-cost technologies are being employed in production. Fur-

| ore, the logic underlying the proposition that a profit op-

Portunity known to all will be realized by none provides us with
aclear example of the economic way of thinking.

_Just to illustrate the power of this proposition, consider what
JOu witness on a regular visit to the checkout counter at your local

| o ormarket. As you prepare to check out, you look for the short-

SStline in which to stand. But so do all your fellow shoppers, If




the line two register to the left of you is moving faster, those in the

206 back of the line will move over. They will seize that opportunity
) geto on the faster line, and in so doing, increase the number of
Chapter Nine people in that line, thus slowing down the checkout process on

1t line. The niovement of shoppers—a readjustment process—has
guwd the length of the original line and incmasgd the length a(ilf
the shorter line, and in the limit pushed the situation to where
out lines are equivalent in waiting time. )

chec\k?hat is true foiqshopping lines is also true for toll lines on

highways and stock tips on the stock market. Sound econon;:c

theory is grounded in this logic. Unform:_nately. the model h?chped:;s
Darfect competition iguoves  fect competition tends to obscure the active process by w -
I 4 result tends to emerge. By assumption, the model focuses on that
state of affairs that occurs after all this activity has taken p]alfee;i
after all the readjustments have been sqccessfu]_ly accomplished.
There is a prereconciliation of economic plans in the model, ;:fg
an explanation of how economic actors engage In e'xchangih e
production activity to realize the gains from exchan_ge. wl:n 6v
pursued to its logical limit would exhaust all p_or.ennal gains. £ er
200 years ago Adam Smith talked about pagghng on the market,
but modern theory focuses on the conditions .that wpuld rwesu_lt'to
sliminate the possibility for any further haggling. It is our opﬁn
that this has been a major intellectual error that has led to confu-
sion in both economic theory and public policy.

the gl agiusbment procass

that characterizes real-

wiorld market activity.

The Pressures of Competition

llers facing demand curves that are less than pef'fectl}' )
:}E:gc-—ﬁl:ed downward to the right rather than honzomal—‘wﬂl
maximize net revenue by restricting sales or output and keel?mg
the selling price above marginal cost. {(Unless they can practice
by t”" price discrimination.) ) _ )

perée;e pFr"oblem from the seller’s viewpoint with prices }ngber

than marginal cost is that such prices are a standing invitation to
competition. If a piece of apple pie thm_ costs the c.afgtena o“ﬂ?er
50 cents is selling for $1.50, the owner is hkc::ly to insist that the
$1.00 difference isn't profit; it's only a conm_bunon toward meet-
ing all the other costs of running the cafeteria: labor, taxes, rent,
d ipment maintenance, breakage, theft, and so on. That may be

s iti i f pie that is
o completely true. Nonetheless, each addmox_ml piece of pi
\‘1\ soldgor $1.50 contributes a net $1.00 toward the owner’s wealth.
\\\\\ \ If the same is true for all the other cafés and cafeterias in town,

\‘& each owner will be earnestly wishing that more hungry people

$1.50 =

0.50

would abandon the other eating places and buy their apple pie
4 i her. ) o
mmﬁ;&n this often prompt action. Pie prices might be
slightly reduced after 3 .M. to induce some afternoon cc:ffee-
break customers to allow themselves a little treat. Or a sign

Desmand, curve a5
seller percetves &

vl

Lt
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could be put up after 3 p.M. announcing free coffee with pie pur-
chases. There are dangers inherent in this strategy. Some lunch
customers may simply postpone their dessert at noon and have
itat 3 p.M. when it's cheaper. And competing restaurants may
undermine the promotional effort by offering their own induce-
ments, so that instead of capturing additional customers each
owner ends up selling only as much pie as previously, but at
lower prices.

We assumed in the last chapter that Ed Sike and some of the
other sellers whose policies we were examining somehow knew
exactly what the demand was for their product. That assump-
tion was useful in enabling us to present the logic of the simple
price-searching process. In reality, of course, sellers must usually
probe for information on the demand for their product and try to
stimulate and maintain it by advertising and by offering reliable
service. Moreover, when there are several sellers of a product in
the market, each seller's demand curve is going to depend on the
policies, including the price policies, of those competing sellers.
The demand for Ed Sike’s film series will shift downward to the
left if neighboring theaters show better movies or cut their prices,
or if sororities and fraternities pick Friday nights to sponsor par-
ties, or if the college basketball team plays home games on Friday
nights and hits a winning streak.

The price that any one cafeteria in the downtown area sets for
apple pie will affect the demand (curve or schedule) for apple pie
at other restaurants. Because each of the restaurants will be using
estimates of its own demand to set prices that will, in turn, affect
the demand all other restaurants encounter, we have a situation
more closely resembling chess or poker than a technical maximi-
zation problem. The best price for anyone to set next may depend
on the price set last, as in a game of chess. The neat little world of
Chapter 8, with its clearly defined curves, becomes blurry. Unfor-
tunately from an analytic standpoint, though perhaps fortunately
from an aesthetic one, the real world is not as neatly outlined as
the pages in a coloring book.

Con z‘ro//l'nj Compez‘z’tzbn

Then why don't sellers agree not to compete, or to compete less, or
to share the market among themselves in some mutually satisfac-
tory way? Even Adam Smith wrote in The Wealth of Nations that
“People of the same trade seldom meet together, even for mer-
riment and diversion, but the conversation ends in a conspiracy
‘against the public, or in some contrivance to raise prices.” So the
answer is that sellers would very much like to restrict competition
among themselves and often try, but it isn't as easy as it might
seem at first. Just as transaction costs often prevent suppliers

and demanders from cooperating effectively, so they frequently
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4 cartel's fro pmb/ﬁms;

I
prevent mewbers from
V :
r'ﬂmoifmjﬂ and prevent new
it { i

LTS f/o wi enteriy 5.

i i dvantage of de- .
j liers from getting together to take a : ‘
&?nﬁu 'l?g E:;in with, agreements between competing sellers to g

maintain prices and share markets are usually uneuf_orceabtle ignd g
court and are, moreover, illegal under the laws of many stabes |
under federal law where it is applicable. That fact alone substan- \

i i saction costs of arranging an agreement not to el
gﬂyﬁéﬁﬁﬁn, it's very difﬁm;}tlttc;‘ devise ag::;x:j:ﬁ ez:a:;; " }I :
evervone will accept, that will cover e major . L |

¥ forced without the aid of the courts. The incen ' ht
ﬁa&ﬁ;z i so persistent that soon one or anotciig; panya:ciil . o
find an excuse to circumvent the agrl?engmt ;};;?all t}g:l :nsu m&gs : e
able excuse, will circumvent it secretly. Un s o

i e members of a cartel will attract the atten

g;l nc:g:ids;:; ?vylymg]wiu begin trying to enter the bfﬁmﬁs in order to il
enjoy some of the profits that collusion has mf:. L ¢ i

Cartels consequently reveal a E[‘agllt_\f that o envs;rpm josd I
ple who don't realize on how m;n};fr;jarglmth i lctgg:;l b:g Sk ;

To be successful in increasing the . TS, 3

; ust first prevent competition among E

;rt;u;;sr? zﬁgmﬁim;tmg the groi?ts t_)f coll}nsion, wh:trl:gr

through a fall in actual selling prices or a rise in se].lmg;::gzs.ﬂum
then the cartel must find some way to keep newmcomﬁe rs .
spoiling the whole operation by trying to enter the act. e A

That is why price searchers and even price htakers gt

ardently for legal restrictions on competition. They sz:m A

the property rights of themselves as well as others— i ez}ry

rights of their potential competitors. Tl'}ey seck tores fai a;xd

But as you might recall from Chapter 7's discussion of p i

loss, open entry and exit are the keys that unleash entrepreneu

activity and the discovery of compzfraﬁye a_advar‘xtagg.‘ i oyl

Sellers are sometimes extraordinarily imaginative oo

ing reasons why the government f)ught to outlaw Il:ralnce-c(l;if o : ‘

or prevent new sellers from entering ti'{e n_aa:k‘et. qnelms e _

most ingenious works of eccpmme S o on behalf of

French economist Frederic Basti e a R

the French candlemaking indu‘St‘ry to ellmt!.;late elsr‘&ls e

competition: the Sun!' This spirit of inventing excucuned -

i i . Here are a few actual items '
z&nbtgr[z?izrﬁsg;npfm. with identities sometimes altered sllge};t‘l)’

to protect the guilty. It's a very good idea to ask in laﬁar:‘elzi case

actly who stands to gain and who is most likely to lose.

« The Washington, D.C., Medical Society launched a major

i i d against proposed
bb campaign over the weekend a; :
%Zgisﬁ?i%n that would encourage granting of hospital

France from&
i i ith all of the benefits supposed to accrue to 0
ban u;iﬁm‘:ltofcg te found in his work Economic Sophisms, first pubh-'-hd i
in 1845.

d

privileges to qualified nurse midwives, psychologists, po-
diatrists, and other nonphysician health professionals. The
medical society envisioned erosion of standards, speculat-
ing in its newsletter that “pretty soon a boy scout with a
rusty knife will be permitted to perform brain surgery.”

¢ All plumbers must spend a minimum of 140 hours a year
for five years learning higher mathematics, physics,
hydraulics, and isometric drawing.

* Woolen makers are arguing that because woolen worsted
fabric is essential to national defense, the government
should impose quotas on imports from abroad.

* The deregulation of cosmetologists and barbers would put
consumers in our state at the mercy of professionally un-
educated and governmentally unregulated hairdressers and
barbers. This is extremely irresponsible, because hairdress-
ers today utilize extremely hazardous acids and alkalines in
the course of their everyday work.

* The prominent owner of a local television sales and service
center said today that he welcomed the state’s investiga-
tion of the television repair business, and he demanded
regulation of the industry. “We must eliminate janitors,
firefighters, messengers, and similar amateurs who defraud
the public by providing poor-quality services at cut-rate

prices,” he argued.

* The Senate Public Health Committee vesterday rejected

a bill to allow use of multiple offices and trade names in

the diagnosis of eye problems and fitting glasses. Single-

office optometrists contend that optometrists who have

private offices are in effect employed by their patients. If
optometrists work under a trade name, their boss is their
company.

* Some state officials are so adamant that dogs’ teeth should
be cleaned only by licensed veterinarians that they sent in
an undercover pooch a couple of months ago to break up
what they considered an illegal dog-tooth-cleaning opera-
tion. The executive director of the state’s Board of Examin-
ers in Veterinary Medicine said that groomers who invade
a dog’s gums are practicing medicine and might cause the
dog unnecessary pain. (Do you think people with their
hand in 2 dog’s mouth are likely to cause the dog unneces-
sary pain?)

ERestrictions on Competition

Often entrepreneurs (or the people they employ) will seek to
*gally restrict the market in order to preserve their own profit
{ 4nd wage) opportunities. Nobody hates increased competition

tore than the already-established enterprises. When associations competition!”
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enses o vesty

ity
sagagig in tha
T

wian

vaise the cost of

¢ ﬁ;:'['/jry,

, plumbers, farmers, airline pilots, nursing home
automobile manufacturers urge the government to
etition in their trade, what are they after? They are
r themselves, by prevent-
cceed

of physicians
operators, or
restrict comp

educe uncertainty, at least fo
tting and by keeping out competitors. If they su
rts, don't they secure for themselves something close
t? And a guarantee is at the opposite pole
take a closer look to see whether restric-
ly do give rise to something

trying to r
ing price cu
in their effo
to a guaranteed profi
from uncertainty. Let's
tions on the ability to compete real
we can call a guaranteed profit.
Suppose that you accidentally—with no investment of time,

effort, or other resources—discover the way 1o build a better
ts, let’s say, while out fish-

mousetrap. You snagged the blueprin
ing. Recognizing the value of your find, you immediately obtain
a patent from the government and make plans to go into produc-
tion. Because the world will beat a path to the door of anyone
who builds a better mousetrap, and because the patent prohibits
any competitor from duplicating your product for 20 years, you
are going to become rich. It's a virtual certainty. And the first
year’s results confirm your happy prediction: Net revenue is
$100,000. You can confidently expect another $100,000 for each
of the remaining vears. It looks like an annual and fairly certain
profit of $100,000. But let’s pursue the story further.

What is the source of this “profit?” It's your patent, of
course, which prevents competition from eroding the differ-
ence between your total revenue and your total costs. But have
you accurately calculated the cost of producing these superior

mousetraps?

oy N !
60.1@1;5?5;%;0}4 for the Ks"/'-; Resouree:
The 81,000,000 Taxi License

When taxicab operators secure legislation res
ber of cabs that are licensed to operate in a city, ownership of
a license becomes more valuable. Competition for the licenses

(called medallions) then bids up their pric
erating a cab—including the opportunity c
retaining ownership of the license—is equal to the revenue &
its operation. That does not mean taxicab operators don't get
benefit from their lobbying campaign. Those who owned li
before the legal restrictions were generally anticipated to ben
ofit from an increase in the value of their licenses. That ind
is their profit, and it's what they were
launched their lobbying efforts, when they became politi
trepreneurs. But after the lobbying efforts have succ ed it
cost more to operate a cab, because each cab operator will
have to own a costly license in order to do so. Taxi medalli

tricting the num-

¢ until the cost of op-
ost of acquiring oF 08

hoping for when they 8

New York City hit record hi i
to $1,000,000 for each newllgii-]fssr::ezO11 e

[

s Loy !
Compention and Property Rights
Profits and losses arise from uncertainty J
; v and cannot exist i
g absen;:a‘oi;ncenamty. Where everything relevant to tJ-w.-S H;I;lgl;f f
:h!;gj?na:: £ 0'\:;1 for certain, competition to obtain the profit wi%lo
s \:er;reg] m_;; is::'n redg;mg revenue or by raising cost. There’s
el g about that conclusion; it follows logically
e way we have defined cost and profit. What g
what_ this chapter was intended to clarify, ara.the fos mat:: i
X Peﬁuo.n and entrepreneurial activity take in responslt;ﬂ:s Lhat o
a po;?;ltlﬂehpmﬂt, and the social consequences that eme::-gee e of
e :.oe f;\fsutu of profit lead p_eople to produce better mouse-
fmaps or ¢ prevent others from selling better mousetraps in thei
h gtoﬁ;‘ _W1ll it yield more wheat or higher-priced whga: ]Iland?r
: erforlczi?;:ﬁe?; an anrease in the cost of licenses? Lower.
4 s or higher incomes for the owners of critical
| resources e pa alc:_n or l'egrencf}m-?nt? Innovations in technol-
o hrg ization? A wider range of choices or more
s on choice? The answers will depend on the rules
and the system of property rights that they create esofthe

u' 2 -‘" ol {9- - i o !
Lhe Ambivalence af Govervment Polizies

O}d - & :
¢ ok ﬂ[i;o;]::;l: wlss;l) asserts that the wolf should not be sent to
e mr.:h ould the government be relied on to preserve
——— :le_ feconomy? The history of government interven
ife rev a pattern of ¢ ‘
. : eals oncern for the speci
'-And(}:; Zc;r:;pen tors at;east as strong as concern for cgg'f;;z]ﬂ
o are not identical, even th )
! L s ough our rhetori
1and easily uses them interchangeably. ¢ soniese
. amﬁmei:s;fcme@ show government taking or being urged
g Ve n,wreak;tzans designed to prevent potential sellers
mgbuyers o vora}:le terms or more attractive opportu-
> .essesfe actons constitute restrictions on com-
o, lesardlof N o tl?e arguments used to defend them. The
ff_fﬂtt ik pal_'tllcuiar restriction on competition might
ol w[::;ej;tort; by protecting a substantial number of
e otherwise be forced out of business, But
b is the long-term effect in certain cases, it is
o by l‘ll;:‘\; ]tzia.lgation of government policy toward
s ging one principle: A law that restrict
e LS competition. ’
Sy b?n Justlﬁ(.:atwn for such laws is that they pre-
Y preventing “predatory” practices.

VOT

government poliy

Mol A

competiiors
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8 advantage, how can it be “below cost?”

way, did Profetta buy the bananas belo Below what cost? (By the

v _ ] ' w cost?
Do you agree with the following paragraph? an ocli- smupp?se g;ﬁ%m bought a truckload af)coffee: 1,000 one-
un s for $3. :
In order to preserve our competitive economic system, we > gcl,o ~] distributor ;Ef :rae‘é!hiiqh was an un!-mowln brand on which
need laws that prohibit unfair practices such as sales below Ll o er an attractive price. But it turns

b our that her customers aren'’t interested. She cuts the price down
] from $5.00 to $4.00 a pound, but still can’t move it successfully
Four w:eeks after her purchase she still has 987 cans of coffee .
cluttering her shelves and storage room. If she now cuts the pri
. 'bell'{w $3.50, is sl_1e selling below cost? She is not. She has nopi?lce
tention of replacing the cans she sells so each sale is that many )
' additional cents in the till and one less can in the way. The rel-
& evant cost of a pound of coffee could well be zero Tﬁé relevant
- cost s, ’or course, the marginal cost, . .

3 Let'strva dlﬂferent kind of example and then return to Pro-
fetta Seeker. It mlght' make sense to estimate the cost of produc-
ing a steer, buE does it make any sense to estimate separately the

cost of producing hindguarters and forequarters? Should the

e of steaks, which come from the hindquarters of a beef car-
cover t'he cost of producing the hindquarters, leaving it to
=roast prices to cover the cost of the forequarters from which
denvg? The question is nonsensical. Unless it is possible to
oduce hindquarters separately from forequarters, one cannot
= of‘lhe cost of producing one and the cost of producing the
her ‘Hmdquarters and forequarters, or steaks and pot roafts
joint pmdggls with joint costs. There is no way to deter-
ysFec1ﬁc costs of joint products or to allocate joint costs

Back to Pfofetta Seeker. Can we legitimately segregate the
> f each item sold in her grocery store? Think of her frozen-

_-st,hfor example. How much of the cost of owning and
ﬂt:gChie freez'er case should be allocated to vegetables, how

nese dinners, and how much to orange juice? It’s true

cost. Large firms can often afford to sell products below cost
until their rivals are driven out of business, If they are not
restrained by law, we could easily wind up with an economy
dominated by just a few huge corporations.

Most Americans apparently accept this argument. Our laws, at
the federal, state, and local level, abound with provisions de-
signed to prevent or inhibit price-cutting. Many states have stat-
utes prohibiting sales below cost, statutes that usually go by some
such name as Unfair Practices Act. And regulatory commissions,
ostensibly created to hold down the prices that may be charged ]
by public utilities, often wind up enforcing minimum rather than
maximum rates. This was true, for example, of the grandfather
of all such commissions in the United States, the Interstate
Commerce Commission (created by Congress in 1887).

It's fairly obvious why some business firms would approve
that kind of legislation: They want protection against competi-
tion. But why do consumers and the general public go along? The y
public seems to have accepted the argument that price-cutting =
can create “monopolies” by driving competitors out of business.
And monopolies, of course, are considered bad. The paragraph
with which this section began states the essential argument. How
valid is it? Is it possible to construct a defensible case for laws
that prohibit “sales below cost?” A lot of questions should immes
diately arise in your mind.

What is the Appro, niiate Cost? : 1'121 Calgi'y fg‘lozen cauliflower without a freezer case
i | - 18 it profitable to ase,
What is the cost below which prices should not be set? Does: 8 e sake of the frozen juiceso:l]:a 2\1.?1 :éjlle l”ateda_ffr e )
anyone actually sell below cost? Consider the case of y room in which she decides to di,s ;ﬁy lb 05)1(’1; ?fe?r has
ozen

Ms. Profetta Seeker, proprietor of the Thrifty Supermarket, Wi& Owe;
orders 1,000 pounds of ripe bananas. She gets them for $1.00 '
a pound, because the produce distributor is eager to move
before they become too ripe. Profetta advertises a weeken
cial on bananas: $2.25 a pound. But Monday morning finds
with 500 pounds of bananas, now beginning to turn browi
low can Profetta cut her price without selling below cost?
answer is not $1.00 a pound. Most of that is sunk cost :
no longer a cost at all. If Profetta will have to pay someone ¥
haul the unsold bananas away on Tuesday morning, her @
on Monday could be less than zero. In that case, it might bel
her advantage to give the bananas away. If a zero priceis

it mi :
. nﬂllleg};; urixiaf.]li)e ‘;eesse for her to assign none of the
CCeg i
e b_wsmesswoman (or ‘busineSSman) is not con-
% aufjsnuons of cost allocation that have no relevance
- g. She kwaS that production—and a merchant
Just as certainly as is a manufacturer—is usually a
J:ﬁiparggiulcts and joint costs. The businesswoman
B tional costs associated with a decision
. enue to be exp'ected from it, not in such
for sale. ¢ t}f as 1:.he allocation of joint costs to particu-
ounter, ., ere is room for a magazine rack near the
) question is: How much will its installation
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Protecting competitors is ot

the same fhl}/{ﬁ as presevving  aut to justify this is “predatory price-cutting” backed up bya

competition.

add to total costs, and how much will it add to total revenue? If
the latter is larger, the rack makes sense, and the magazines sold
need not have a price that covers utilities, rent, depreciation on
cash registers, or ever: the wholesale prices of the magazines.

Mark well the italicized phrase, It may be profitable to sell a
morning newspaper for 23 cents even if it costs 50 cents to obtain
it from the distributor. Why? Because availability of the news-
paper may bring in new customers who add to net revenue—the
profit—through the purchases of other items. Profetta Seeker is
interested not in the net revenue on any one item she sells, but in
the difference between total revenue and total costs. Hardware
stores that sell odd-lot bolts, screws, and nuts lose money on each
sale, but (or so their owners hope) more than make it up through
the goodwill they thereby create. Even Ann Trepreneur—a piz-
zeria owner (Chapter 7)}—provides napkins, crushed red pepper,
parmesan cheese, water, and toothpicks for “free” to her custom-
ers, regardless of the quantity of pizza they eat. (Her competitors
at the Chinese restaurant down the street go so far as to offer
piping hot tea for no charge.) She's not concerned with “making
money” on every single item she provides to her customers. She’s
concerned with the overall profit of the pizzeria, the difference
between total revenues and total costs.

“Predators” and Competition

There would be little point in stressing all this were it not for the
popular mythology of “selling below cost.” Our argument sug-
gests that many allegations of sales below cost are based on an
arbitrary assignment of sunk costs or joint costs. Business firms
often complain about below-cost sales, of course, but that is be-

cause they dislike competition, and want government to protect

them from its rigors by prohibiting price-cutting.

But aren’t there dangers to competition in allowing firms to =

cut prices as low as they wish? It is odd, but not really surpris-

ing, how often people identify the protection of competitors witis

the preservation of competition. In reality they are more like
opposites. Competitors are usually protected by laws inhibiting
competition, laws that benefit privileged producers by restricti
consumers and nonprivileged producers. The hobgoblin hauled

“long purse.” n
Predatory price-cutting means reducing prices below cost
order to drive a rival out of business, or prevent new rivals &
emerging with the intention of raising prices afterward to reco
all losses. Tt is supposedly a favorite tactic of larger firms that =
can stand prolonged losses, or temporary losses on some i
because of their larger financial resources—the so-called long
purse. Economic theory does not deny the possibility of PF®

|

o -

Enc;-erc:lutung. But it dm_e:s raise a long list of skeptical questions,
ea by all the questions we have been discussing regarding
the %ropelr deﬁmlr]ion of an item’s cost. i
ow long will it take for such a policy to accomplish i ?
The longer it takes, the larger will b:?he short-run lg:;;se}; !atf:-end.
cepted by the predator firm and, consequently, the larger must be
the l‘%_hln%-ter!nu :eneﬁ[s if the policy is to justify itself.
at will happen to the physical assets and hu

of the firms forced out of business? That's an impo?t:nnt;ej::trizis
because if those assets remain in existence, what is to prevent '
someone E_rom bpnging them back into production when the
pred_ator_fxrm raises its prices to reap the rewards of its villainy?
And if thlls occurs, how can the firm hope to benefit from its I-éd—
atory policy? On the other hand, the human resources may scpat-
ter into a}temative employments and be costly to reassemble

Is it likely that the predatory firm will be able to destro .
qugh of its rivals to secure the degree of market power Lhyat
it must have to make the long-run profits justify the short-run
losses? Cha:zges of predatory pricing have most frequently been
leveled against large discount houses, drug chains, and grocery
supermarkets. But these sellers are not pitted exclusively against
small u"ldependenl: competitors: They must tangle with other
large discount houses, other drug chains, and other supermar-

- kets. Perhaps a grocery chain could cut its prices far enough and

keep them low long enough to drive Profetta Seeker out of busi-
ness, but that wouldn’t work on other chains. And it isn't Profetta

. Seeker who keeps grocery chain executives awake at night.
B We are not denying the possibility of predatory pricing in

business. Well-documented examples are hard to find, but it is

3 surely possible. Minimum-price laws, however, offer the certainty

of higher prices in order to eliminate the possibility of higher

| Prices: a case of accepting a known and certain evil as a way of

@voiding an uncertain evil of unknown dimensions. That may or
not be a good social bargain. But because it is so often ad-
ed by business firms that clearly stand to gain from it, we
d at least approach their arguments skeptically. '

wulatin q Prices

; ‘:ah;t about sel%em who face so little competition that they
; large profits by charging prices far above their costs?

€t of electricity or telephone services are standard ex-

4 pr}‘]:tz such firms are investor owned, should the gov-

t consumers from exploitation b i

. e ) v regulating the
: Sl;mzld the_regu]ators choose the proper price to set in
%me &i}; looking at costs, of course. Prices should be set to
: § to cover their costs and earn a reasonable profit.

Competition and
government /oa/[q

How wnff fﬁﬂu/le’ws
Aetermine the costs o/*"

ravining the enterpyise?
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But as you surely know by this time, costs are not mere facts of
nature. They are the consequences of managerial decisions. And
if the managers of an enterprise know that their prices will be
adjusted to take account of any change in costs, what incentives
will they have to lower costs or to keep them down? They could
choose instead to surround themselves with thick office carpets
and company jets and to inflate salaries, build monuments, and
enjoy a quiet life. What incentive will they have to innovate? Why
take risks in such an environment?

Regulators would consequently have to examine continually
the decisions of managers. To do so effectively, they would have
to learn as much about the firm as the actual managers know.
That means in effect that every regulated firm would have two
sets of managers. Does that make sense? Wouldn’t the second
set of managers tend over time to adopt the perspective of the
first set, from whom they would almost inevitably be obtaining
most of their information? Who then will regulate the regulators?
The history of regulated industries reveals a disturbing tendency
for the members of regulatory commissions to be “captured” by
those whom they are supposed to regulate, not through bribery or
corruption, but simply because regulators quite naturally acquire
an interest over time in the well-being of the industries for which
they are responsible.

Banking institutions in the United States were closely regu-
lated by governments before 1980. They were also protected
against competitors by government restrictions on entry. And so
they opened at 10, closed at 3, and provided none of the numer-
ous services that we have come to take for granted since 1980,
from cash machines through telephone transfers to much longer
hours of operation.

Before 1978, the government regulated commercial airline

prices and restricted entry into the industry. Although service was =

much more luxurious in the days of regulation, it was luxurious
for far fewer passengers. The airlines charged the high prices that
the government mandated and competed for the relatively few
customers available at those prices by offering such amenities
as empty seats across which to spread out and quality food and
drink, with attractive young flight attendants to serve their over-
whelmingly male passengers.

When competition began to displace regulation in the tele-
phone industry in the 1980s, all sorts of new services started to

appear. An industry that had been reliable but static and unimagi

native suddenly discovered innumerable ways to make the tele-
phone do things for us that we hadn’t even known we wanted do

The standard argument for government regulation of prices
that government must regulate where competition cannot, or
consumers will be at the mercy of greedy sellers. This argument
often kept us from asking whether competition really was un-
able to constrain the behavior of firms in traditionally regulat=

industries. We took for granted that competition could not be ef-

Eﬁ:i?oﬂfﬁ;;‘;?g t'-'»'3!T‘:;!‘L’n.lnication, financial services, utili- 277

test. The movement mWa:rZIii S0 never put that assumption to a

oF soitias ropsettlodoll e It.’.t‘egl.dau(:]n of the past two decades Competition and

showed-us thar thete are ssues, bl:lt it has u{:lquestionably .
more margins on which competition can government policy

ur y
occur than we formerly suspected, and that competition has some

(l],SElIIC( adva-nlages over oveérnment cominissions a ethOd 0f
g
as a m

Ned

g Antitrust” Pﬁf}-"‘y

| We shall see in Chapter 11 why it is that governments so often in-
i) s;;;;vtecn‘ﬁemf;::tﬁ tgnat harm consu;nem by reducing competition, de-
_ at consumers and competition always wi I i
the rhetorical bartles. But local and state overnm e
cially the federal government, also have aﬁopted s::éfﬁ:miuﬁz?;
4 to promote competition, policies that are ordinarily jusr.ifi]:-.d on th
) ground that competition is an effective coordinator of economic ©
: :.cdnnty. but requires some government maintenance if it is to be
. adequately preserved. The assessment of these laws, their applica
. tions, and th_exr consequences forms an interesting s:tudv in hgst .
- and judicial interpretation, as well as economic analysis. All weory
' shall try to do‘here. however, is raise a few ﬁmdamental'ques:ions
O The most important such law is the Sherman Act, often called
: the Sherman Antitrust Act, enacted by Congress with,almost
debzilte or opposition in 1890. (The name reflects the attempt v
of nineteenth-century businessmen to use legal trusteeshi g °
: : Ssggwce to brevent competition.) Its sweeping ianguagf has
e fsor;e to call it the constitution of the competitive sys-

- It forl ;‘ds all contracts, combinations, or conspiracies in
restrmm " in(t)ef Interstate trade and all attempts to monopolize any
B bounrc‘lsltmi trade. The l_sn_guage is so sweeping, in fact, that
E nd o be quahﬁe?d in its application. After all, any two

A o Sﬂ% into bu§mess together could be deemed to have
S the intention qf making trade more difficult for
ot 5]?.: o;‘sha.n:fd thus gaining an ever-larger share of rade
i es. The federal courts consequently came to hold that
ons or other attempts to monopolize had to be “unrea-

ble” or ma ke
e jor threats to public welfare b
. hibited under the Sherman Act. elfare before they could be

st

fe"f” €tations ﬁnd'.-d.pp/;'cﬁfs}ms

el 5 .
: :Ccoun.s in their efforts to apply the policies of the
e Cla t. Congress has passed additional legislation such
Yton Act and the Federal Trade Commission Act, both
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of which became law in 1914. The latter act created the Federal
Trade Commission as a supposedly expert body, and authorized
it to promote competition by prohibiting a wide range of “unfair”
practices. A principal provision of the Clayton Act (and subse-
quent amendments) aims specifically at the question of mergers,
prohibiting all mergers that might “substantially” lessen competi-
tion. But difficult and important questions remain unresolved.

When does a merger substantially lessen competition? And do
mergers ever increase competition? Suppose two steel firms want
to merge. This would be a horizontal merger. At first glance we
would be inclined to say that the merger will substantially lessen
competition in an industry already made up of a relatively few
very large firms. But suppose they sell in different geographic ar-
eas? Suppose they each specialize in a different line of steel prod-
ucts? Suppose each is on the edge of failure and that the merger
will lead to economies that may enable both to survive?

A great deal of dispute surrounds so-called conglomerate
mergers: mergers between firms producing widely divergent
goods. Does the acquisition of a car rental firm by an electrical
machinery manufacturer enable the rental firm to compete more
effectively against Hertz and Avis? Does it lead to special arrange-
ments between the machinery manufacturer, its suppliers, and
the rental firm that tie up a portion of the car rental business and
thus reduce competition? Do conglomerate mergers lead to con-
centrations of financial power that are dangerous and undesir-
able regardless of their effects on competition?

What about vertical mergers, mergers between firms that
previously existed in a supplier-buyer relationship, as when a
supermarket chain acquires a food processor? Is this more likely
to increase efficiency or to reduce competition by depriving other
food processors of opportunities to sell?

What constitutes an illegally unfair trade practice? Is it un-
fair for a large firm to demand discounts from its suppliers? Is
it unfair for suppliers to offer discounts to some purchasers, but
not to others? What about the whole question of advertising? Do
large firms have unfair advantages in advertising, advantages that
advertising increases? Must advertising be truthful in order to
be fair? Of course it must, almost by definition. But what is the
truth, the whole truth, and nothing but the truth? Anyone who
thinks about this issue seriously or for very long is forced to ad-
mit that the regulation of “deceptive” advertising by the Federal
Trade Commission inevitably involves the commission in com-
plex questions of purpose and effect and in a large number
of judgments that appear quite arbitrary.

And always we return to the root problem: Restrictions on
competitors will reduce their ability to compete. Competition
is essentially the offering of additional opportunities, and ad-
ditional opportunities mean a wider range of choices and hence;
greater wealth. But the manner in which a firm expands the set

rid] |

1o ma.rkgz their produlc: successfully unless consumers are pro-
! '“ded' with a substantial range of pre- and postsale services, such

of opportunities it offers may diminish, over a shorter or a lon-

%!enrdiir\l:}i; the set of opportunities other firms are able to offer. 277

e t circumstances do we want the government to restrict

oo rms competitive efforts for the sake of the larger or long- Competition and
competitive situation? It is extremely Important to take note : "

of the fact that the most effective pressures on government poli- govermment poliz

B » but from producer interests. And
those policies will too often be shaped by the desire of producers
to protect themselves against the rigors of the competitive life,

Vertical Restraints: Competitive
or An fzkompﬁf{ﬁvg

Current controversies over vertical restraints on competition il-
lustrate many qf the opposing arguments and conflicting inter-
ests r.ha'_l complicate antitrust policy. From 1937 to 1976, federal
leg?slauon exempted from the Sherman Act statefndors’ed price-
fixing agreements between manufacturers and retailers. Congress
had no sooner rescinded this exemption, making such agree-
ments automatically illegal once again, than the courts started

to carve out exceptions to the principle that manufacturers may
not try to control competition at the retail level. Congress sub-
sequently responded by trying to prohibit altogether what it had
once encouraged. Legislation has been repeatedly introduced that
would_ sharply curtail the power of manufacturers to control the
beh?u&r of those who distribute their products,

S there any way that consumers could benefit £ .
facturer’s refusal o sell to a retailer who reduced th?rn;silgl;f;e
below some recommended minimum, or from a decision to limijt
the num!::er of retail outlets that will be allowed to carry the man-
ufacturer’s product in a given geographic area? It would seem
that such actions could only produce higher prices and poorer-

- quality service for consumers, That conclusion becomes much

certain, however, when we ask why any manufacturer might

want ice di i i
biorprevent price discounting by retailers or to hold down the

of_ stores carrying its product,

_ Manufacturers sometimes conclude that they will be unable 4 ty wonld 2 manafacturer

want retailers & charge

_mnmfor{nauon on ways the product can be utilized profitably

_».:.'ennnumg nstruction on operating procedures, or fast and d:e-

qable maintenance service. Retailers will want to supply these

_onlly if they can increase their own net revenue by doing

Lis, if supplying these services will increase their sales by

an ent_)ugh to cover the cost of the service.

o ch services will not be supplied, and hence the manufactur-

S Product cannot be successfully marketed, whenever retailers

w0v8 (and consequentty
=

sell ies3 )7 Wy would 2

manufacturer want ferey

19115 products ?

-
vetaders sg
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are able to “free ride” on the services provided by other retailers. i
Consider the case of personal computers. These products could
not have been introduced into offices and homes as quickly as

to remake the American .
erican economy into a replica of the textbook

model of competition would ha
; ve roughly the same effi
national wealth as several dozen strategically placedemf;g? —

they were if selling effort had not been accompanied by a whole . S explosions.”
lot of instructional effort. Instructional effort was selling effort, | = “Antitrust” policy i ; .
perhaps the most effective kind of selling effort. And there’s the i policy is certainly full of contradictions, of cases Competition and

re the ri is doi
K:::S mt;ynﬁgrt;tm h:tr;d is dom_g‘what the left hand is undoing. State government policy
. / competition; more often they promote th
lFl:er&cr.s of the competitor protectors rather than the co "
4 tion protectors. Eederal enforcement of the Sherman A Paatt
. antimerger provisions of the Clayton Act often seem t;) Cttrar'ld e
' .g’nats while S\»\_fallowing camels. Firms unable to com ets ai”ffn N
I _-uvely Py offe.rmg their customers lower prices and be;t’t ki aelc
sometimes file complaints under the antitrust laws, to :;eq? l'ity‘
‘ Ium pe.rsuade the courts to raise the prices or reduc’e the lalt ity
'of their competitors’ offerings. On the other hand, the exicgi1 .
: :Df :he‘She_n?an Act, with its ringing denunciation‘ of price-gn'ce
- gnﬂslzl‘::':z:fg;}; have retarded the development in this cou}g?rg
ki angép:[r;lents that }.1ave SO often.appeared in Western
o pan. The economist George Stigler once suggested
5 grd zfa cgyhost of Senator Sherman is an ex officio memb%f ofih
- BEC\);er gli(;o:}?eo; TZSX Lﬁ:gce _c;orpp';my." While that staternente
" ' ninis riteria for empirical scientifi
"; uths, good history is still a long way from being a pure ;lc?;nce

catch. Retailers who incurred the cost of teaching people how to
make effective use of one type of personal computer could easily
be undermined by competing retailers who provided no instruc-
tional services, but catered to the demand that others had created.

Manufacturers who set minimum resale prices, or limit the
number of outlets in an area may be trying to protect cooper-
ating distributors from free-riding distributors. Their interest
would be in marketing their product effectively, not in reducing
competition. Of course, the manufacturer’s actions would limit
competition if we defined competition in some “perfectly com-
petitive” sense. But in the absence of such actions there might
be even less competition, as the product could not be effectively
marketed at all.

Should manufacturers be allowed to restrict competition at
the retail level, then, as partofa reasonable effort to market their
product? The courts have been allowing such activities in recent
years, on a case-by-case basis, looking at the context, intent, and
probable effects of the “yertical” restrictions. That has not made &
everyone happy. Distributors who were cut off or otherwise dis-
ciplined by manufacturers have complained to Congress, and
some members of Congress have responded with bills that wo
severely limit the rights of manufacturers in this area. Proponen
of such bills argue that they want to enhance competition. Op-
ponents reply that the effect will be to reduce competition by
ously curtailing the power of manufacturers and distributors e
devise and agree on effective marketing procedures. 3

Wovivciol Eviluation

e conclusions that we shall off 3
‘ﬂmtl thelquestions with whic]: fnacetlzzg:rfd Bikaiitiee
R&su'l_Sh ﬂc;c:vs a?}z ;ll::t;nglfasl c]::r?pet_itors reduce the range and
\ v of substitute goods, and allow sell
: zzrsl.o é:;c;;easg;hm_r own wealth by denying oppart?.zrrsli-
o oo petition is a process, not a state of affairs. To
e St‘.l,lco}im:ua-utlon can be recognized only in motion
. A 1d P otographs. The fact, for example, that the
2 buvgesci I;T exactly the same, no matter from which
pmduc a Léshes abs91utely nothing about whether the
'onu;gho?; tg}(lJod is a..dequately competitive. The im-
m\ﬁﬂansurpris' &ose prices all came to be identical. It
: beltermfﬂl equency that even public figures, who
“I 'tyw b priée Thmfervan absenf:e of competition from
Y thl.f e quickest antidote to this error is the
e armers all cl:large the same price.
| d;os? r;sbihag an :padequate situation must be
=y e situations that are actually attain-
i l0 contrast a less-than-ideal situation with an
2 s tz tslituanon. The:re are also costs involved in
o ires al?d b}lsmess practices. They include
_ nvestigation, prosecution, court order,

The Range of Opinion
{s the whole body of “antitrust” law perhaps more of a hi
than 2 help to competition? There are some who come to th
conclusion. There are others—heavily concentrated, it oftef
seems, in the economics profession—who would retain the S
man Act and the antimerger provisions of the Clayton Act@
junk the rest. Some of these defenders claim that the Shet
and Clayton acts have made important contributions to ¥
\enance of a competitive economy. Others claim that they.
make a much larger contribution if they were seriously €
But still others view them at best as harmless rhetoric; '
as weapons that, in the hands of ignorant political appo:
may do a lot of damage to the economy. AS Judge Robert*
plained in his book The Antitrust Paradox: "A determin€ts
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and compliance under antitrust statutes. They also include the 1 Y
costs of mistakes and of the increased uncertainty that shifting 0
policies create for buS{neisbplanf?ing. Only if these Flatiglnal costs pot seem as obvious to people that we also cannot have competi-

are less th?n the marginal bene ts can one maintain that we © jionif we prphlblt competitors from taking actions intended to Competiti A
would be “better off” if we took legal action to reduce the marker S ¢\ rease their share of the market., penion an
power of price searchers, to prevent business mergers, or to pro- e goverument /”‘7/"9’
hibit practices that might eventually lessen competition.

Competition is a process in which competitors engage. We
obviously cannot have competition without competitors. It does 223

BRDUESTIONS FOR DISCUSSION

| —

Owice Over LL—;},;.-};:}'V y 1. Soon aﬁelf thf{ government deregulated airline pricing, a major airline

z — \ began asking in-flight passengers to complete a lengthy “Passenger Sur-
Competition is a process that is overlooked in the standard econ. i vey.” A cover note from the senior vice president for marketing said that
omist’s notion of a “perfectly competitive” market. Competition QR passengers Who oD leted the survey would be helping the airline pro-
shouldn’t be characterized as large numbers of producers operat. ! vide : t.he. best possible service.” Questions were asked about the purpose
ing as price takers under perfect information, but rather as a w: \ ofthis trip, frequency of flying, type of fare paid, what would have been
by which entrepreneurship itself is unleashed. F £ ..c[OIlE‘ had no discount fare been available, how the ticket was purchased,

A gap between the price of a good and the marginal cost of . and income of the traveler. What was the airline trying to do?

making it available is a source of potential advantage to someone, -.?. How W?lfld you account _for the fact that although some observers claim
Competition occurs in the economy as people locate such differ- [ competition is declining in the American economy, every business firm
entials and try to exploit them by filling that gap with additional a insists that it face:s stnemfous competition?
A 1 13, Consult the technical definition of oligopoly: competition among the few,

Are comme%‘cial airlines oligopolists by that definition? Are the owners
.of the gasoline stations in a small town oligopolists? Name some other
__;e_l'iers who are and are not oligopolists by that definition.

The‘aucmpt by sellers to make their product more attractive to consum-
ers is sometimes called product differentiation.

- () Is product differentiation a wasteful process, imposing costs on sell-
. ersthatare greater than the benefits conferred on buyers? Think

of cases where it probably is wasteful in this sense, and other cases
where it is not.

- {5) Evaluate the following argument: “New practices initiated by sell-

sense only if they include some expenses in per-unit cost that:
irrelevant to the particular decisions under attack. They make . enstodifferentiate their products are liable to be wasteful from the

different kind of sense when we remember that sellers charactei= . social point of view because they are liable to entail high marginal
istically prefer less competition. b costs and low marginal benefits. But this only means that producers

Government regulation of pricing and other business prac: have already made use of the low-cost/high-benefit techniques
tices has often blocked the development of competition that' =5 3 °f‘P1”0duct differentiation; it does not show that the whole TOCess
might otherwise have arisen, and done a more effective job 8 ~ of product differentiation is wasteful.” B
of inducing firms to serve the interests of consumers. .

The notion that government is the Defender of Compet
Against Rapacious Monopolists is probably more a hope thai
reality. Federal, state, and local governments have created 8
preserved numerous positions of special privilege whose &t
is to restrict competition and reduce the options available 1@
consurmers.

An adequate, balanced, and complete evaluation Oif the
substantial body of statutes, commission decrees, and judi©
holdings that makes up federal antitrust policy has not Y&t
published.

Competition takes more forms than we can list, and usually
more forms than competitors can anticipate and head off. _
Because competition tends to transfer the gains for providing
a good to purchasers and to other suppliers, firms frequently try
to obtain government assistance in excluding competitors, often
displaying remarkable ingenuity and stunning sophistry. !
Firms often charge that their competitors, whether domestic
or foreign, are “selling below cost”, and call for the government =
to prevent such “predatory” practices. Most such charges make =

y ?;:z;atrl effectivelprice-ﬁxing agreement between sellers include
Chions on sales as output limitatio: ic divisi
3 i P ns or geographic divisions
PO%ES are undesirable, why does government often try to protect
: Pang)ﬁt new competitors? Why, for example, does the U.S. govern-
~ it people from competing with the post office in the delive:
I maijl? Y
- lem:l to break down in the absence of support from a government
%N'ahnd ablc}e to penalize cartel members who violate the cartel’s
i y? Isn tit in the interest of each cartel member to abide by
0t that aims at maximizing the net revenue of the cartel? Why
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. The analysis in the preceding two questions raises an interesting issues

would the members have to be compelled by government to adhere to the |
agreement? One way to see why cartels break down is to ask yourself what
would happen if four people played the following game.

Each player holds two cards, one marked L and the other S. When | e
a signal is given, the players simultaneously play one or the otherof

their cards and are then awarded monetary prizes that vary accord- 10.
ing to the pattern of cards played. O

If the pattern is 4 S cards, each player receives $5. F -8

If the pattern is 3 S cards and 1 L card, those who played S lose §5 {

and the player who played L wins $15. : 3

If the pattern is 2 S cards and 2 L cards, those who played S lose $1¢ 1l

and those who played L win $10.

If the pattern is 1 S and 3 L, the player who played S loses $5 and
those who played L win $5.

If all play the L card, all lose $5.

{2} What do you think will occur, assuming that each player acts freely
and independently and tries to maximize his or her winnings?

() Why will it be difficult for the players to avoid losing rather than i
winning money in the absence of an “enforcer” who punishes anyone A
who plays the L card?

{c) Now suppose that the four “players” are actually four independent = =

producers that dominate an industry, and that “playing the L card” )

means deciding to produce a large quantity of output, while “playing = S

the S card” means deciding to produce a small quantity of output.

Look again at the payoffs. Think of them now as the profits that

would accrue to the producers depending on (i) whether they indi-

vidually decided to restrict their output for the sake of a higher p

and (i) what the other producers decided. Why does a producer al=

ways make a larger profit by choosing a large output, regardless of

what others choose? _ s

What procedures might be available to the members of the ind

that would induce every producer in the industry to choose the small

output and thus maximize the profit accruing to the industry as& '
whole?

=

v
I
1

=

—
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Why did OPEC succeed so well for so long in raising the world price
0il? A major part of any answer is contained in the concept of Fhe ma
ginal cost of producing and selling oil. The cost of extracting oil from =
an established field can be very low indeed, so low as to be alz'{!OSt 3

negligible. But the relevant marginal cost is the cost of.ex.tractmg anc
selling. In the 1970s, many respected parties were predicting -tha.!_.,
cause the demand for petroleum products was highly inelastic, af
world’s reserves were quickly running out, the price per barrel B

rise by the end of the century as high as $1,000 a barrel. How do
tations of such dramatically higher future prices affect the OpPo;
cost of selling oil currently? How would such expectations solve
“cheating” problem? Why did those extravagant expectations, 5@
mon in the 1970s, disappear by the mid-1980s?

0

()

The legislature of a large state considered a bill that would require all 29
grocery stores and drugstores selling package liquor to provide separate B
entrances to their liquor departments. It was maintained by supporters
of the bill that this was necessary to prevent minors from entering the
liquor department. Who do you think lobbied for this bill? Why?

A study pointed out that 73 percent of the professions licensed bya
populous midwestern state required entrants to have “good character.”
Why? How can good character be determined? Who is best able to deter-

mine whether morticians’ characters are sufficiently blameless to entitle
them to a license?

While a state legislature was debating a bill that would allow optom-
etrists to administer certain eyedrops during eye exams, 50 ophthalmolo-
gists descended on the capitol to lobby against the bill. The chairman
of the state Academy of Ophthalmology told a reporter: “There is no
economic advantage one way or the other.” The ophthalmologists’ sole
concern was that, if the bill became law, “more people will be harmed
through inappropriate use of drugs.” Do you believe that 50 medical
specialists all took a day off from their practices to lobby the legislature
exclusively out of concern for the public’s health?
The Washington State Utilities and Transportation Commission periodi-
cally launches a crackdown on unlicensed movers of household goods.
(a) The commission’s enforcement chief said the crackdowns occur
because of consumer complaints about damaged goods and price
manipulation and because authorized carriers are complaining
about growing competition from unlicensed movers. Which set of
complaints do you suppose put the most pressure on the commis-
sion? How many consumers do you think know about the existence
of the State’s Utilities and Transportation Commission? How many
licensed movers probably know about the commission?
State officials have said that the legislature set strict requirements
for entry into the moving industry in the 1930s because legislators
were concerned that “unregulated, cutthroat competition would lead
to a deterioration in service, safety problems, overly intensive com-
petition in urban areas, and a lack of service in rural areas.” Do you
agree that these problems are likely to arise in the absence of regu-
lation? Does competition usually lead to a deterioration in service?
When is competition “cutthroat” and “overly intensive?” If you ask
this last question of people already in the moving industry, how are
they likely to respond? s
is a “stringent public convenience and necessity test”
Bew firm seeking a mover's permit, which places on the applicant
firm the burden of proving that its services are needed. Can that be
Proved?
The transportation director for the state commission is on record as
behevi,ng that there are currently “more licensed movers than is
s Ty—as far as service rather than rates are concerned.” What
; \‘lg;e relationship between high rates and sufficient service?
&2 24t does the fact that there are dozens of unlicensed movers oper-
-5 m the state indicate about the transportation director’s claim?

Competition and
govermment raa/.::fy

for any




2724 13. After 25 years, the U.S. Justice Department agreed to drop a consent
decree that it had extracted from Safeway, under which Safeway had
been prohibited from selling at prices below its cost of acquiring grocery
products or at “unreasonably low prices” that might be above cost. The
decree stemmed from a government suit that had accused Safeway of
selling below cost in an effort to monopolize the market for retail food
in Texas and New Mexico.

(a) How likely is it that Safeway or anyone else would be able to monop-
olize the market for retail food in two states?

{b) The alleged attempt to monopolize led Safeway to reduce prices to
customers. Who do you suppose complained to the Justice Depart-
ment about Safeway’s behavior?

(c) What is the appropriate way to determine the cost of specific grocery
items? Is a retailer selling paper bags below cost when it makes them
available to customers at no charge? Is the retailer cross-subsidizing
paper bags?

14. Three elements that must be present for a firm to be engaged in preda-
tory pricing are pricing (a) below cost, (b) in order to eliminate rivals,
and (c) with the intention of raising prices afterward to recoup. What
factors would make the last step of the process difficult to complete? Un-
der what kinds of circumstances would it be relatively easy? Can you cite
any actual examples?

15. The Staggers Rail Act of 1980 substantially reduced the power of the In-
terstate Commerce Commission to control the rates that railroads charge
shippers.

(a) The president of the National Coal Association has denounced the
system of “letting the railroads charge what the traffic will bear” and
has called for renewed rate regulation. Many other shippers,
however, applaud the extensive deregulation of the railroads. Why
might the coal industry favor rate regulation while most shippers
oppose it?

Chqpter Nine

Externalities and

Can/%bfz’;fzj /széz%

LEARNING OBJECTIVES

* Define the concept of externality and distingui
in stinguish bet
positive and negative externalities, & ceen

* Distinguish how the problem of negative externalities can be
approached through negotiation, adjudication, and legislation.

* Investigate policies associated with pollution.

* Explore and apply the concept of market prici
: t t
externalities tied to traffic congestion, S

¢ Explain how transaction costs affect ’s abili
. : people’s abili
to effectively limit externalities. ) v

)4 ccording to the economic wav of thinking, individuals ch

their courses of‘ action by weighing the expected marginal be(:-)se
efits of any decision against its expected marginal costs, Benefits
and costs for other people will not affect the decision, unless the
benefits and costs for others matter to the actor. That turns out to

be extremely important for the und X 3
social problems. e understanding of a wide range of

Externalities, Negative and Positive

Denny is the very model of a courteous driver,
e ver , partly becaus
lfale va.lue‘s his own safety, but mostly because his heart just Q:BF
lows with kindnfss_and consideration. Yet Denny hits the road
each weekday morning at about 7:45 with no regard whatsoever
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