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EE481: Industrial Economics

Lecture 1:
Introduction to Industrial Organization

wkland2 Page 1



Page 2

Thursday, August 18, 2016 11:27 AM

Industrial Organization

Economists have developed a branch of economic analysis
called Industrial Organization to trace the relationship
between the structure of a market and the performance of

the firms in that market.
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What will you learn in this course?

Learn how to analyze the market structure of an industry
Monopoly, duopoly, oligopoly, perfect competition
\_
Barriers to entry

MARKET STRL (NI

Product differentiation rHA/Vy,fL a1

Vertical mtegra.tlon 3 ' ; P Low TO SET  THI=
Learn about different competition strategies (conducts) PrLCE
firms adopt to compete AN DIZCESTOM TO  [oleenfE

Collusion, Merger, Advertising, R&D, Pricing behavior, etc. - CHEAT

Learn how we can asses firms' performance from the
society's point of view -

Price, Production Efficiency, Equity, etc.
Learn what the government can do in order to promote

for more desirable outcomes (performance).
Anti-trust policy, Government Regulation
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Major tools used in this course

Structure-Conduct-Performance (SCP)

Price Theory
-~ Game Theory
(von Neumann and Morgenstern (1944)

Transaction Costs Analysis
[Ronald H. Coase (1937), Oliver Williamson (1975)]

/Contestable Market Analysis
[Demsetz (1968), Baumol, Panzar, and Willing (1982)]
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Structure, Conduct, and
Performance

Markets have three elements that may
be the focus of public policy: structure,
conduct, and performance
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Structure

The structure of a market is the set of conditions and
characteristics that describe and define the market
type. To describe market structure, economists
consider

the number and size distribution of firms;

The number and size of buyers of the industry’s
product;

Price and cross price elasticity of demand
the effectiveness of barriers to entry;
the extent of product differentiation / product branding
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The degree to which an industry is vertically integrated up
and down the supply chain. (e.g. forward and backward
vertical integration)

The market share of the largest businesses
(measured by the concentration ratio)

The nature of costs in the short and long run

The turnover of customers from one seller to another (also
called “market churn”) — this is affected by brand loyalty and
the effects of advertising and marketing = —
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Market Structures

Perfect  Monopolistic  Oligopoly Pure
Competition Competition Monopoly
No. and MAY Y MUY A FEw ON=
Size of
Firm
Extent of ) LDV TN A bVEeE
Product NO VoFFERAT oe Goon Wyo ¢ LoF su BSITTL
Differentiation OLFFRUEAT
Barriers to VO e MO DERATE. G o keD
Entry TO

) ‘DfFEC vLT
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Defining the market

@t and t are terms often used inter-

changeably

If we define a market in a narrow sense, it is likely that
there will be fewer producers

E.g. the market for snooker tables or the market for air
travel to Chiangmai

A broader definition of the market often gives us more
choice

E.g. the air transport industry
The market for sports footwear

Defining the market is important when we try to measure
the concentration ratio and the extent to which a market is
dominated by one or a few large producers
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The Conduct / Behaviour of Firms

Conduct refers to the behavior, policies, and strategies used by
the firms in the industry. To describe firms’ conduct, economists
consider the strategies used by firms as they affect UMI=0RM  PRECTI/

pricing; b

production; — @ = ) | 4., Nov —UNTO pRICDV 3
promotion; and ’
distribution

How does market structure affect pricing, output and\other

cisions of businesses within the market

Are there dominant firms?

ST oo
o ' PRICE  prsceimImATIO,

L

RP
'} wn

TwWo - PART -T/\/?ﬂ\\FS’
. guvbive— PE

S; : C( (HQW?) i N M XD
- 37.7‘/606 MUUI—I, ° (/_Z/%g/ Vo sSACE
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Conduct / Behavior of firms

Is there evidence of anti-competitive behaviour?

Collusive pricing agreements
Predatory pricing? } AFTRR - MenTEM
How important is non-price competition in the market?

Is there interdependence between firms?

Do businesses behave strategically to retain profits by deterring the
entry of new competitors in the long run?

Be aware that the market structure will affect the behaviour of firms

THE RELTIONS ALP

BET: MA MFACTLRERY

A RETATLER
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Performance

Performance refers to the economic outcomes that
result from the market structure and the firms’ conduct.
To evaluate an industry’s performance, economists
consider

allocation efficiency; —¢ GAvEE/S  To Comsurims!

production efficiency;

equity; and

technological advancement. [ PV(EVTHVE  To  po  RAD ™V A
PARTL CLL AR Dl/DVSTE\/)
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The Firm | Definition and Objective

/ —
i o VT 2A AT TeRAVSFort  TvruTs (RE SwRCES T
A firm : Ay ORCANTA TIoy TVAT 4 i

wio ovTrerTs (vaLvEDp P RODPLCTS  TT SELLS ),

The objective of a Firm @ MaMIE peerizs (1) = TOWC /ZE/:S_.W;
-

TOTAL CosSTY

(7<)
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The Firm | Ownership and Control

Three Basic Forms of Ownership

Sole proprietorships - owned by 1 owner
G EVEXL MR AR MRB

LIMITED /\Dartnerships - owned by multiple owners e

Corporations - companies whose capital is divided OWNER § Vs manaGee ¢
into shares. A corporation raises funds through two

channels U

-> from shareholders (equity owners) (CoheD 0=

Doz ecTR S
-> from debt holders (banks, people who buy
the company's corporate bonds)
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The Firm | Separation of Ownership and Control

d - P('
c _ ore ASNMMIZTIT
C ROV CWAL A@Kfr AUEM AT A
/

OWIVERY MIVAEN §
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The Firm | Separation of Ownership and Control
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Cost Concepts | Types of Costs
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Cost Concepts | Types of Costs

_ACT /Q 3
| Output | F | AFC | vC] AVC | TC | ATC | MC”
0 100 | - 0 - 100 - -
1 100 [ 100 [ 10 | (© [110] Ii0 |10
2 100 | so [ 19 | 95 [119 | 595 9
3 100 [ 333 | 25 | 83 [125]| 41.7 |\ p
4 1100 | 25 [ 32 [ 8 [132 33{ BN R N
5 |100| 20 | 40 | 80 | 40| 28 | 8 ad ol Ao Tq
6 100 [ 167 | 49 | 86 [149| 248 | 9 FpuLmve- prme
7 100 [ 142 [ 60 | 91 [ /6 | 2290 | 11
8 100 | 125 | 731] 9.8 [173 | 21.6 | 13
9 100 | 11.1 | 88“| 10.8 [ 188 | 209 | IS
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The Short Run Vs. The Long Run
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CANNOT  6FE VAREED

The Long Run = peeeen o ove vag 16 PossiaLs ok
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Economies of Scale : slope of AC curve
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Economies of Scope

There are positive spillovers (cost-saving, cost-sharing)
effects when 1 firm produces more than 1 type of

products.
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