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The key concepts for understanding the
economics of antifrust
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Demand, Supply and Static Competition
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Consumer versus social welfare
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Consumer welfare for an iPad

Jose
Derek
Sarah

Vanessa
Doug

TOTAL

: A | COMPETITION POLICY
"Q (/P INTERNATIONAL

$1200
1000
/700
520

300

$600
600
600
600

600

$600
400
100
0
0

$1100



Consumer and produce surplus
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Monopoly reduces consumer welfare
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Static monopoly reduces consumer welfare
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“Monopolies” have significant market power
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Monopoly power can provide dynamic benefits
.

Monopoly isn't all bad, or always bad, when looked at dynamically

* 60% of new businesses fail in first five years

» 43% of venture capital investments in firms vanish and
another 23% returns less than initial investment.

* Only small fraction of drugs that make it to pre-clinical trials
make it to the market.

e Leads to new products that can provide significant
consumer value
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Economics of New Products
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Consumer surplus from the Minivan almost $3B

Mini Minivan
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Some guestions to discuss over lunch
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How should society design the rules of the
competition game to maximize welfare
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Antitrust balances short and long-term benefits

e Sets the rules for firms to compete and intervenes when they
break these rules. It has a “light” touch.

e Places reliance on markets and provides rules that govern
competition. Some jurisdictions such as the EU have
“exploitative abuses” that could prevent dominant firms from
charging “excessive prices” but this s seldom enforced.
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Antifrust considers static v. dynamic tfradeoftf

* No collusive agreements

e Firms can’t engage in certain “anficompetitive practices” that
are likely to harm consumers ultimately

e Firms can get big organically but we limit their ability to
become monopolies through mergers
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Antitrust rules for the game of competition
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Competition rules based on two tradeoffs

e Cost of uncertainty faced by businesses in adopting business
practices (businesses may prefer clear rules even if those rules err
on the side of discouraging pro-competitive practices)

e Costs of administration faced by judicial system including legal
costs for parties and opportunity costs of the judicial system
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False positive vs. false negative decisions
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e Convicting the innocent (“false positive” aka “Type | error”)
» Absolving the guilty (“false negative” aka “Type Il error”)
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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 when Test says you aren't pregnant
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.

Convicti Acquittal Total
Suppose out of 100, 90% are S cquittals ota

innocent and10% are guilty

Cost of convicting innocent Innocent
is $20 and cost of (90%)
exonerating guilty is also $20

18 /2 90

Test has 20% error rate
Guilty

Cost of convicting innocent (10%)
is $360 (18 x $20)

If cost of letting guilty go free
is less than $45 then it is Total 26 74 90
better to have no
prosecutions.

Analogy in medical tests: test for inoperable cancer with high error rate; better not to conduct test

since psychic cost to healthy outweighs cost of letting sick get their affairs in order.
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Applications of error cost
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Important role of anftitrust rules is to
discourage firms from crossing the line by
punishing those who do
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Various ways to discourage violations
.00V

e Public
* Private Actions

e Jail

* Fines by competition authorities

e Professional sanctions

e Domages imposed through private actions
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Rules vs. deterrence
e

e make detection and conviction easier
e may err on the side of “false convictions”

e Increases cost of being detected and convicted

e Thereby discourages behavior that might be found
unlawful
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Competition rules across jurisdictions
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Some more questions to discuss over lunch
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