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What is Dynamic Competitione
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Conseqguences of Dynamic Competition
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Top 20 Companies 1970-2013 by Market Cap

1970 1985 2000 2013
Market Market Market Market
Rank Company Value Company Value Company Value Company Value
1 IBM Corp 36.4 |IBM Corp 95.7 |General Electric Co. 475 |Apple Inc. 402.25
2 |AT&T Corp 26.8 |Exxon Mobil Corp. 40.3 |Exxon Mobil Corp. 302.2 [Exxon Mobil Corp. 399.92
3 |General Motors Corp 23 General Electric Co. 33.2 |Pfizer Co. 290.2 |Google Inc. 272.1
4 |Exxon Mobil Corp. 16.4 |AT&T Corp 26.7 |Cisco Systems Inc. 275 |Berkshire Hathaway Inc. 255.8
5 |Eastman Kodak Co. 12.2 |General Motors Corp 22.3 |Citigroup Inc. 256.4 |Wal-Mart Stores, Inc. 246.38
6 [Sears Roebuck & Co. 11.8 |Royal Ducht Pet 16.9  |Wal-Mart Stores 237.3 |General Electric Co. 244.26
7 [Texaco Inc. 9.5  |British Telecom 16.8 |Microsoft Corp. 230.6 [IIBM Corp. 236.34
8 |General Electric Co. 8.5 |Du Pont De Nemours 16.3  |American Int. Group 228.2 [Microsoft Corp. 233.82
9 |Xerox Corp 6.8  |Toyota Motors Corp 16.2 |Vodafone Group 219.7 |Chevron Corporation 229.94
10 |Gulf Corp 6.7 |Amoco Corp 16 Merck & Co. 215.1 |[Johnson & Johnson 219.57
11 |Du Pont De Nemours 6.3 BellSouth Corp 15 Nokia Corp. 202.4 |Procter & Gamble Co. 209.79
12 |[Ford Motor Co. 6.1 Sear Roebuck & Co. 14.2 |Intel Corp. 202.3 [Pfizer Inc. 201.44
13 [Royal Ducht Pet 6 Chevron Corp 13 GlaxoSmithKline 201.9 |AT&T Inc. 200.99
14 [Mobil Corp 5.8 |Mobil Corp 12.4 |Oracle Corp 162.2 |Wells Fargo & Co. 193.81
Minnesota Mining &
15 Mfg Co. 5.6 |American Express 11.8 ISBC CommunicationsInc., 161.6 [JPMorgan Chase & Co. 191.99
16 |Avon Products 5.1 Procter & Gamble Co. 11.7 |BP Amoco 155.5 |Coca-Cola Co. 171.98
17 |Coca-Cola Co. 5 Standard Oil Co. 11.5 |Coca-Cola Co. 151.1 |Oracle Corp. 168.42
Procter & Gamble
18 [Co. 4.7  |Matsushita Electric 11.5 [BM Corp 150.8 |Philip Morris International Inc. 149.21
19 |Chevron Corp 4.6 |Atlantic Richfield Co. 11.5 |Johnson & Johnson 146.1 |Citigroup Inc. 142.73
20 |ITT Industries 3.6 |Eastman Kodak Co. 11.4 |EMC Corp 145.5 |Verizon Communications Inc. 137.03
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Some Firms Survive Dynamic Competition
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American Express is a 150+ year old company that started in pony express and
has “reinvented’ itself at least three times.
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Many Firms Don't Survive Dynamic Competition
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The Newspaper Industry

As technology drove more online content, fewer eyeballs went to print where advertising
prices were much higher. The result is an industry that has seen its print circulation
reduced by 60% and market cap nearly reduced by 70%.

Newspaper Industry Performance Measures

US Newspaper Publishers 120
2002-2011 A
100 =
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The Telephone Eclipsed the Telegraph

Western Union which had a
telegraph monopoly famously

turned down the telephone .
patent in the 1870s. United States Telegraphs v. Telephones

1866 - 1980
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« Source: Historical Statistics of the United States

* Note: Telephone conversations is represented by Bell
System'’s local exchange service only. Unifs are in
thousands
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Innovation as a Series of Winner-Takes All Races
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Risk, Rewards, and Profits
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New Starfups Are Risky
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Very few new ventures succeed

Joint Distribution of Venture Lifetime and Exit Value
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Success in Pharmaceutical Industries’ R&D projects
e

Table I. Current and maximum possible success rates by therapeutic class for self-originated NCEs with INDs first
filed from 1981 to 1992*

Current Maximum
Therapeutic class NCEs Approved NCEs Open NCEst success ratet success rate;x
Analgesic/anesthetic 49 10 - 20.4% 28.6%
Anti-infective 57 16 3 28.1% 33.3%
Antineoplastic 38 6 6 15.8% 31.6%
Cardiovascular 120 21 6 17.5% 22.5%
Central nervous system 110 16 14 14.5% 27.3%
Endocrine 33 6 - 18.2% 30.3%
Gastrointestinal 15 3 2 20.0% 33.3%
Immunologic 13 2 0 15.4% 15.4%
Respiratory 25 3 0 12.0% 12.0%
Miscellaneous 43 3 - 7.0% 16.3%

NCE, New chemical entity.

*Therapeutic class information is missing for five compounds.
TAs of December 31, 1999.

FAssumes that all open NCEs will eventually be approved.

Source DiMasi, 2001. Risk in new drug development:
Approval success rates for Investigational Drugs
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Cost and Retfurns over New Drug Lifecycle
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Fig. 5. Cash flows over the product life cycle: baseline case.

Henry Grabowski, John Vernon and Joe DiMasi, Retfurns
on R&D for 1990s New Drug Introductions,
PharmacoEconomics, vol. 20 no. Supplement 3 (2002)
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More than 50% of Pharma profits come from 10%

of New Chemical Entities (NCE)
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Fig. 8. Present values of four sample cohors of new drug INMoductions accounted for by declie.

Henry Grabowski, John Vernon and Joe DiMasi, Retfurns
on R&D for 1990s New Drug Introductions,
PharmacoEconomics, vol. 20 no. Supplement 3 (2002)
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Risks and Costs for New Biologic Entities
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Risk, Return, and Effort
-

* Will the risk-adjusted expected turn compensate for my
investment, and risk taking, and yield a return?

e Not fair to look after someone has become successfull

e 1/10 chance means profits of the 1 need to compensate for
the losses of the 9

e People and investors need a premium for uncertainty
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"High" Profits and Successful Firms

(" P I COMPETITION POLICY
\ J INTERNATIONAL




("‘P COMPETITION POLICY
J INTERNATIONAL

®




Economics of “new products”
-0V

Demand

Consumer Value of New
Product

Price they pay
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Economics of “new products”
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Economics of “new products”

Mini Minivan
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Anftitrust Limits the Abuse of Market Power

.00V
e EC: Article 102 prohibits firms from “abusing” a dominant
position through exclusionary and exploitative practices. Aside

fromm merger clearance it does noft limit firms from obtaining @
dominant position or increasing their degree of dominance.

e US: Section 2 of the Sherman Act prohibits the acquisition or
maintenance of monopoly power. US antitrust law does not
limit the use of monopoly power to charge high prices and
therefore does not have the corresponding notion of
exploitative abuse.
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Antitrust Embraces a Similar Tradeoff between the
Incentives to Innovate and Monopoly Power as does IP law
.77
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The Benefits of Monopoly Recognized in Antifrust
Jurisprudence
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Dynamic Analysis of Welfare Effects

.
e Suppose a firm monopolizes the market leading to a transfer

from consumers of T and a deadweight loss of D. There are
also efficiencies shown by E.

e Therefore, an optimal penalty for monopolization is T + D.

* A firm faced with having to pay the optimal penalty would
proceed with its monopolization whenever E >D.

e Suppose in a first period the firm invests in the design and
production of a new artificial tooth that will be ready in the
second period.

e Rivals in the second period can easily copy the tooth, so the
firm will try to obtain legal barriers, and if it cannot do so, it will
try fo exclude competitors.
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Dynamic Analysis of Welfare Effects

o [t willimpose a welfare loss on consumers equal to the
monopoly transfer and deadweight loss (T + D) and infroduce
efficiency gains E.

e It will not impose any welfare loss on consumers or any
efficiency gains.

e An antitrust penalty based on a static assessment can suppress
the creation of new products leading to loss in significant
social wealth
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Dynamic vs. Static Competition in Antitfrust Analysis
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Dynamic vs. Static Competition in Antitfrust Analysis
.

e Rational expectations of significant market power for some
period of time is a necessary condition for dynamic
competition to exist.

e Leaders in these industries will charge prices well above
marginal costs to earn high profits.

* A key determinant of the performance of these industries is the
vigor of the dynamic competition.
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End of Part 1, Next Class Part 2

@ CPI

COMPETITION POLICY
INTERNATIONAL

C N
Innovation &
Dynamic
Competition
(& _J

' )

Risk and
Profitability

(U J

2 )
New
Products and
Welfare

(U J

' )

Is Monopoly
Goode

Direct and
Indirect
Network

Effects

IT/Internet
Industries

J/

Ve

-

Costs of
Production &
Intellectual
Property

~

J/




