NORTHWESTERN UNIVERSITY
Department of Economics

Spring 2003 Economics 349

INDUSTRIAL ECONOMICS

|nstructor: Professor lan Savage
330 Andersen Hall, 847-491-8241, ipsavage@northwestern.edu

Teaching Assigant: Fan Zhang
3250 Andersen Hall, 847-491-5691, f-zhang3@northwestern.edu

Course Destription: The course is an extension and an gpplication of the techniques introduced in
Economics 310 to competitive markets for many kinds of goods and services. In contrast to Economics
350 which deds with markets where there is limited competition and the possibility of monopoly power,
this course dedls with markets where firms actively compete with each other. The course consders how
comptitive firms will choose price, output, product variety and product quality. It will aso consider
drategic behavior indeterring entry of new firms, setting advertisng budgets, and forming relationshipswith
suppliers and/or retailers. The emphasisis on how economic models can be used to explain and predict
actua market conditionsin different industries. The coursewill dso make use of econometric techniques
to test the vaidity of market relationship predicted by theoretica models.

Prerequistes: Economics 281, 310-1 and 310-2.
Course Content: A syllabus of topicsto be covered and a class schedule are attached.

Teaching Method: Two lecturesaweek on Mondays and Wednesdays from12:30to 2:00 in Parkes
Hall 224, plusaweekly discuss on section conducted by the Teaching Assstant hdd on Fridays from 12:30
to 2:00 in the same room.

Office Hours: Mondays 2:30t04:00 Prof. Savage Andersen 330
Tuedays 10to 12 Fan Zhang Andersen 328
Wednesdays 10t011:30 Prof. Savage Andersen 330
Wednesdays 3104:30 Fan Zhang Andersen 328

Y ou can arrange for an appointment at other times by e-mailing, telephoning or seeing us before or after
the lectures or discussion sections.

Evaudion Evauation will be made on a find examination (40% of the total grade), two
midtermexaminations (25% each), and seven problem sets (10%). Themidterm examinationswill beheld
on Monday April 28 and Monday May 19, and the final examination from Noon to 2pm on Wednesday,
June 11.
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ProblemSets: Thereare Sx problem sets, whichwill begraded, and then discussed at the Friday sessions.
Copies of the problems sets are attached. The completed problem sets should be returned to a box
in the Economics Department Office (Andersen Hall 302) by 5 pm on the Wednesday prior to the
relevancediscussonsection. Problem setsreceived latereceive zero credit. The schedulefor the problem
ssis

Set# Hand in by 5 pmon Returned and Discussed

1 9 April 11 April

2 16 April 18 April

3 23 April 25 April

4 7 May 9 May

5 14 May 16 May

6 29 May 4 June (Monday of Reading Week)

The discussion section on April 7 will be alecture review of the rdlevant points you should have learned
on perfect competition and monaopoly in Economics 310-1. The discussion sections on May 2 and May
23 will be devoted to reviewing the midtermexaminations. The discussion section on May 30 will bemake
up lecture due to the Memoaria Day holiday on May 26. Problem Set 6 will be returned and reviewed in
adiscussion section on Monday June 4 at the start of Reading Week. As aresult, the hand-in date for
Problem Set 6 has been moved back one day to Thursday, May 29.

Text Book:  Dennis W. Carlton and Jeffrey M. Perloff, Modern Industrial Organization, Third
Edition, Addison Wedey Norman. The relevant chapters are noted in the attached syllabus.  This book
has beeninwidespread usefor many years, so there should be agood supply of used copies. A used copy
of the firgt or second editionwould also befine. The chapter numbersvary between editions, but it isquite
obvious which chapters ded with which topics.

The lectures follow the contents of the book closaly. Wewill cover about 11 of the 20 chapters.
The book aso includes material that is in taught in other classes at Northwestern: Economics 310-1
(chapter 9 on price discrimination), Economics 350 (parts of Chapter 2 and 16, and chapters 5, 19, 20
on mergers, patents, cartels, anti-trust laws and regulation) and Economics 361 (chapter 18). There are
also afew topics that we are unable to cover in a quarter-length course as opposed to a semester-length
course induding tie-in sales (chapter 10), limited information on price (part of chapter 13), durability
(chapter 15), innovation (Chapter 16), and market clearing (chapter 17).
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SYLIL.ABUS

Listed below are the topics covered in the course. At the end is a timetable showing when each subject
will be covered. In parentheses after the initids "CP" are the relevant chapters in the third edition of the
textbook.

PART 1. INTRODUCTION TO MARKET STRUCTURE

Development of the economics of industrial organization ~ \Weinitidly review the origins of the study
of industrid economics, and how the subjects discussed inthis course are related to other courses offered
by the department (CP chapter 1).

Origin and organization of firms Why firms exigt, their objectives, and the types of organization
structuresthat encourage management to act in the best interests of the owners of the firm (CP chapter 2
pages 11-18).

Market structure and performance We review the different categories of markets that
economists commonly use: monopoaly, oligopoly, perfect competition etc. The method of categorization
typicaly being the amount of “market power” that individud firms have. We will dso discuss some
common measures used to assess market power. The performance of different sectors of the American
economy will be compared to seeif different market structuresare reflected in prices and profitability (CP
chapter 8).

PART 2: BASIC MODELS OF MARKET STRUCTURE

Perfect competition and monopoly We will very briefly revise the principal features of perfect
competition, monopoly and the welfare costs of monopoly (CP chapter 2, pages 28-35, chapter 3, pages
56-74, and chapter 4, pages 87-98).

Dominant firm models We will firg consder markets in which where is one dominant firm,
surrounded by alarge number of small competitors (CP chapter 4, pages 107-118).

Oligopoly Inmany marketsthereare afew large oligopolistic firmswhich control most of the outpuit.
Thesefirms can ether conspire as a cartel (manly discussed in Economics350) or they can compete very
vigoroudy. We gtart our analysis by discussing the traditiona static models proposed by Cournat,
Bertrand, and von Stackelberg. 1n more recent times these models have been generdized by the use of
game theory. Wewill discuss the gatic one-period games and the more complex models which alow
competition to continue over many time periods (CP chapters 5 (quickly skim this chapter), and 6).

Choice of product variety ~ Many markets are characterized by firms who sdll a product dightly
different from that of their competitors. Thetraditiond moded of monopolistic competition isused asa
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garting point to discuss how much product variety should be, and is, supplied inthe market (CP chapter
7).

Choice of product quality Other markets are characterized by firmsthat produce Smilar products but
of differing qudity. The problem in these marketsis that consumers may not be fully informed about the
qudity on offer. Weexplorethe effect this has onthe market offerings, the incentivesfor firmsto chest the
consumer, and how producers of high quality goods can sgnd to consumers that a high-quaity product
ison offer (CP chapter 13, pages 420-430)

PART 3: TOPICSIN INDUSTRIAL ECONOMICS

Entry deterrence Firms dready in an industry have incentivesto drive their current competitors out
of themarket, and inthisway deter potentia entrants.. Thiswill only occur when markets are characterized
by barriers to entry (CP chapter 3, pages 74-82). When barriers are present, firms may engage in
drategies such as predatory pricing, limit pricing, brand proliferation, and raising cost (CP chapter
11, pages 333-361). Note that public policy concerning the legdity of some of these strategies is the
subject of Economics 350.

Advertising  Wewill explore the economics of product advertisng (CP chapter 14, pages 451-467).

Vertical integration and vertical restraint. We discuss why a manufacturing firm may wish to own
ether itssuppliersor the retall outletsfor its product, or influence how they do business (CP Chapter 12).

SCHEDULE
Week 1. Deveopment of the economics of industria organization; Originand organizationof firms;
Alternative market structures; Revison of Economics 310 (Friday).
Week 2. Structure and performance; Dominant firm model; Static models of oligopoly.
Week 3. Static and game theoretic oligopoly models.
Week 4. Product variety.
Week 5. Midterm examination |I; Product quadlity.
Week 6. Product qudity; Entry deterrence.
Week 7. Entry deterrence; Advertisng.
Week 8. Midterm examination |I; Advertisng

Week 9. Memorid Day (Monday); Verticd integration (Wednesday) and vertica restraint (Friday).



