ANTITRUST ECONOMICS 2013

David S. Evans Elisa Mariscal
University of Chicago, Global Economics Group CIDE, ITAM, CPI

TOPIC 2: FIRMS AND PROFIT MAXIMIZATION

Topic 2 | Part 2 28 February 2013



Overview

) (\PI COMPETITION POLICY
\ J INTERNATIONAL

e ™
Consumer
Demand
\_ Y,
e ™
Firms and the costs
of meefting
consumer
demand
_ Y,

Profit
maximization

Monopoly and
market power







How to run a profitable business
.

* You know the demand curve you face.
e You know your cost structure.

* You need to figure out how much to produce and how much
to charge for it in order to maximize profits.

* You also need to figure out whether it is worth staying in
business.
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How to run a profitable business

* There's an effect on price — you may need to lower price to get
people to take the additional output.

* There's an effect on cost — you need to spend money to produce
that extra unit.

e For each level of output, ask whether the additional revenue
(marginal revenue) you get is greater than the additional cost
(marginal cost).

e Stop when: Marginal revenue equals marginal cost (i.e. stop when
for the next extra unit, marginal revenue is less than marginal cost).
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How to run a profitable business

* MR schedule is always steeper than the demand schedule
(twice as steep in the case of linear demand as we have
above).
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How to run a profitable business

Demand and Marginal Revenue
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Maximizing profits — Selecting Optimal Output Level
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Maximizing profits — Selecting Optimal Output Level
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When should you give up¢
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Predatory Pricing is an application

Costs
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How much money do you makee
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What determines Mark-Up?¢
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Where:
P_MC=1 - Pis the Price
P £ * MC is Marginal Cost
« £ is the price elasticity of demand facing the firm

0.5 200% Wine at a restaurant
1.0 100% Shirts

2.0 50%

3.0 33%

4.0 25%

5.0 20% Milk
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Market power is the abillity to influence
price, this ability is extreme for a perfect
monopoly



Perfect Monopoly
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Perfect Monopoly
.

e De Beers Group’s Diamond Trading Company (DTC), based in
London, sorts, values and currently sells about two thirds of the
world's annual supply of rough diamonds.

e In 2003 De Beers produced $8.9 Billion in diamonds.

* In 2004, De Beers spent approximately $180 million promoting
diamond jewelry in 18 languages, in 16 countries around the
world.
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Perfect Monopoly
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Monopoly power

(" P I COMPETITION POLICY
\ J INTERNATIONAL



Sources of Monopoly Power
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Sources of Monopoly Power
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Scale Economies and Natural Monopoly
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Direct Network Effects
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Indirect Network Effects
-

e e.g. as the number of Apple iPod users increase, the supply of
other products that make the iPod more valuable (like docking
stations) also increases, making the iPod more valuable.

* e.9. YouTube is more valuable to viewers if there is more
content. It is more valuable to content providers if there are
more viewers.
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Intfellectual Property
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Durability of Monopoly Power

e Competitors can “invent around” intellectual property rights
(e.g. cholesterol-lowering drugs)

e Obtain their own specialized assets (Xbox vs. Sony PlayStation)

e Develop an alternative production technology or product to
meet consumer needs (MCI vs. AT&T in US in late 1970s.)
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Fragility of monopoly disciplines exercise of
Mmonopoly power
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