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Introduction



Aim: Understand why scale economies are associated to imperfect competition Aim: Understand the scale economies - imperfect competition model. Since the goods from each …rm are slightly di¤erentiated, the …rms have some control over price. Also, …rms tend to specialize because in monopolistic competition we have increasing returns to scale (economies of scale). References: Feenstra Taylor (International trade, ch 6, Section 1,2,3), Baldwin Wyplosz (ch 6).
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Scale economies



Assumptions: Firms bear a signi…cant …xed cost, FC Total costs are: TC=F+cX Average cost: AC=F/X+c The marginal cost MC is here assumed constant. MC=c Notice that AC>MC
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Monopoly



but where is the average costs schedule? E. ILIOPULOS (Paris 1)
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Monopoly



Why monopolistic power when scale economies : if p=MC, then the producer has negative pro…ts Scale economies cannot go along with perfect competition π = pX



TC = (p



c) X



F . IF p = c, then π =



The problem of the monopolistic …rm: max π X = pX ∂p = p + ∂X X ∂p MR=p + ∂X X MC= ∂TC ∂X ∂π ∂X



F TC



∂TC ∂X



Equilibrium: MC=MR
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Marginal revenue



MR=p +



∂p ∂X



X = p 1+



∂p X ∂X p



The elasticity of demand with respect to the price:ε = MR=p 1 +



∂p ∂X p / X



=p 1



MC=MR! MC = p 1 MC



(1



1 ε



)



= p, 1
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Number of …rms, average costs



There is a relationship between the number of …rms and average costs AC=F/X= (SF/n ) + c = n FS + c Courve BE pro…ts=0, p=AC! If π > 0 ! …rms entry; if π < 0, …rms exit.



(In the next graph, on the vertical axis, p-c (= the mark up!))
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Equilibrium
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Equilibrium



Intersection of BB and COMP! p 1 + c ! n = S /bF n FS + c = bn



Given scale economies, an increase in market size S, entails a less than proportional increase in the number of …rms p 1 p= bn + c = c + F /Sb Price is a negative function of market size p X=S/n= SbF The larger market size, the greater …rms’production
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Gains from trade



Arise from an increase in market size!domestic …rms can specialize in some varieties Indeed, the number of varieties is constrained by market size Opening! X "



BE curve shifts to the right (it depends on demand, X) COMP does not move (independent of X)
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Short term vs long term equilibrium



Pro-competitive e¤ect: …rms double, and we shift on the COMP curve cownward. Mark-up decreases, together with price. Firms have negative pro…ts, some …rms have to leave the market (or to merge and become more e¢ cient) In the LT, equilibrium is at the intersection of COMP and BE
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Decomposition of gains in equilibrium



competition e¤ect: mark-ups decrease, price decrease due to the increase of the market size 1 +c p= bn



Scale economies: the quantity that each …rm produces increase p X=S/n= SbF E¢ ciency gain, the number of …rms increase less than proportionally!(and average costs are related to the numbe rof …rms..) p n = S /bF The number of varieties increase!
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