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Office Hours: 
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What is this Course About? 

The social purpose of any business, Peter Drucker has written, is to create and serve a satisfied customer. A business fulfills this purpose by combining inputs such as labor, materials, and capital to make products and services whose attributes succeed in satisfying consumer needs and desires. The business survives and thrives by charging a price that equals or exceeds the cost of delivering the attributes that consumers value. In short, businesses are institutions that exist to create and capture economic value. Which brings us to the subject of this course: MECN 430 is about the economic forces that determine the extent to which businesses can capture the value that they create. 

Ultimately, the prices that consumers pay for a firm’s product, and the prices that the firm pays for the inputs it acquires to make that product, determine the extent to which economic value is divided between the firm, its consumers, and its suppliers. The objective of MECN 430 is to teach you how to use structured thinking based on microeconomic theory to enable your intuition about how economic fundamentals (e.g., demand, cost, market structure, and government policy) shape the prices that prevail in a market. An understanding of the economic fundamentals governing the distribution of value in markets is critical to informed strategic decision making on issues relating to pricing, capacity management, new market entry, and exit decisions.

More specifically, by the time you are done with this course, you will have learned how to do five things: 

1. You will know how to construct a fact-based, logically grounded analysis of a competitive market that will allow you to make educated conjectures about the likely path of prices in that market. 

· Such conjectures can serve as a valuable input into financial analyses of major strategic decisions such as capacity expansion or new market entry. 

2. You will learn how to identify the categories of costs that are relevant for critical business decisions such as pricing, capacity abandonment and exit, and new market entry. 

· A typical business’s costs fall into numerous categories, and mistakes in identifying which of these categories truly matter for the decision at hand can lead to decisions that impair a business’s competitiveness and destroy profitability. 

3. You will be able to construct models of how government interactions shape the determination of prices and the distribution of value in competitive markets.

· Insight about the economic impact of government policies not only makes you a more informed consumer of the business and economic press (which can help you in job interviews!), but it also can help you spot opportunities for using the institutions in the non-market environment of your business to capture additional value or prevent the capture of value at your expense by others.

4. You will learn how the interplay between cost and demand fundamentals determines profit-maximizing pricing decisions. 

· Price is the most important of the “4-P’s” and an understanding of the role of economic fundamentals can translate directly into more profitable pricing decisions.

5. You will learn several important game-theory based models of competition in oligopoly markets.
· Game theory models of market competition are widely used by strategic planners, management consultants, and investment analysts, and the construction of simple models can force the decision maker or analyst to surface and confront hidden assumptions about competition and competitors. 

To accomplish these objectives, the course is divided into four parts:

1. The Determination of Prices in Competitive Markets: 

In this part of the course, we study how supply and demand interact to determine prices in perfectly competitive markets, markets such as copper, aluminum, fresh flowers, and commodity semiconductors, in which an individual firm lacks the power, by itself, to determine the market price. In this part of the course, you will learn how to construct industry supply curves from actual data on costs and capacity and how to use these supply curves, in conjunction with information about demand, to develop educated conjectures about the path of market prices in an industry. You will also develop intuition about the factors that permit a firm to attain above-average returns in what are often harsh and volatile industry environments. 

2. Government Intervention and its Effect on Prices in Competitive Markets

In this part of the course, you will learn how government policy can affect prices and the creation and distribution of value in competitive markets. To illustrate a government program that can have a negative impact on value creation in a competitive market and a substantial impact on the distribution of value in the market, we will study the controversy surrounding U.S. cotton subsidies in the global market for cotton. To see an example of a government policy that has probably had a beneficial impact on value creation in a market, we will study London’s congestion charge, which has been in operation since 2003.  At the end of the course, we will return to theme of government interventions through a “capstone” case that focuses on the deregulation of the electric power market in California and the causes and consequences of the crisis in that market in 2000 and 2001. 

3. Profit-Maximizing Pricing Decisions

In this part of the course, we turn our attention to firms that do have the power to determine prices in the markets they serve either because they monopolize (or practically monopolize) those markets (like Microsoft in the market for operating systems) or because they product products that are differentiated from those of key competitors (such as Coca Cola and Pepsi in the soft drink industry). In this part of the course, you will learn how cost and demand fundamentals interact to determine profit-maximizing price levels. You will also learn how businesses can exploit differences in consumer willingness to pay or price elasticities of demand to capture additional value through judicious pricing strategies.

4. The Determination of Prices in Oligopoly Markets 

In the fourth and final part of the course, you will learn how to use microeconomics to study competition between business firms in oligopoly markets. In particular we will study short-run price competition in an oligopoly (with a special focus on markets in which firms produce differentiated products, such as automobiles, beer, or consumer packaged goods) and long-run capacity competition (with a special focus on markets in which firms produce commodity products, such as optical fiber or high-fructose corn syrup). 

Pedagogy
The course relies on a combination of lectures, case discussions, and problems to develop the key learning points that will emerge from the course. Each class will typically be focused on a case or an extended exercise. The class will typically begin with a discussion of the case or exercise, and key concepts that arise in the case or exercise will be developed through short lectures that are interspersed with the discussion. 

Weekly Class Preparation
The material to be prepared each week is detailed in the course outline below. In addition to required readings, you will have four types of assignments throughout the quarter: cases, exercises, homework assignments, and drill problems. Each category requires a different type of preparation, as follows:

Cases

You are required to prepare all cases covered in this course, and you should come to class prepared to discuss each case. Each case will be accompanied by a set of discussion questions that should guide you in your preparation. Throughout the quarter, I will typically start a case discussion by cold calling.
Exercises

Exercises set the stage for many of our class discussions, and course lectures will sometimes draw heavily on them. Exercises typically will cover material that we have not yet talked about, and they are designed to “stretch” your thinking. You should familiarize yourself with the content of these exercises before coming to class, and you should prepare either a written sketch of a solution or a written account of the difficulties the prevented you from reaching such solution. Answers to exercises will not be collected or graded.  However, I will usually cold call a student to discuss the content of his or her analysis of an exercise.

Homework Problem Sets
During the quarter, you will be asked to turn in weekly homework problem sets. Each student is required to prepare a written answer to be submitted at the beginning of class. Homework problems will generally focus on material that was covered in the previous two classes, and as such, they are designed to help you consolidate your learning. I generally will not explicitly work through homework solutions during class time, though I may refer to them as part of a lecture or class discussion. Graded homework problems are usually returned within a week of the day they are collected.  
Drill Problems and the “ Microeconomics Workbook”
At the end of your readings packet, there is a section titled “Microeconomics Workbook.” The microeconomics workbook consists of sets of drill problems, with each set containing about 10 problems. Drill problems, like homework problems, are designed to help you review and consolidate your learning. They will range from relatively straightforward to fairly difficult. Many drill problems come from old exams. They are not to be turned in and I generally will not refer to them in lectures and class discussions. 
“So,” you might ask, “why should I work on the drill problems, or for that matter the exercises, which also are not graded?” David Kreps in his book Microeconomics for Managers provides the answer. He likens the learning of microeconomics to the learning of tennis: “ ... watching economics,” he writes, “is like watching tennis. It is nowhere near a substitute for doing it” (p. 20).  Kreps is correct: you cannot learn microeconomics simply by attending class, or even by attending class and participating in case discussions. These are important necessary conditions for success in this class, but they are not sufficient. To learn microeconomics, you need to do lots and lots and lots of drill! By regularly working on the drill problems and the exercises week in and week out, your mind actively engages with the material: you see the material from different angles, and you are prompted to ask questions that you wouldn’t have asked before. You learn how to efficiently frame and analyze microeconomics problems. And most importantly, you are able to clearly distinguish what you have mastered from what you are still struggling with. I can’t emphasize enough the importance of working through the drill problems and the exercises on a regular basis. The turned-in homework assignments are “forced study time”: they define the minimum amount of time you need to spend working on microeconomics during the week. To really learn this material, however, you need to do more than just turn in the homework. You must commit to a regular weekly schedule of working on the exercises and the drill problems. 

How Will You Be Graded?
Grades in the course will be based on four components: (1) an in-class final examination, which counts 45 percent in the determination of the final grade; (2) an in-class midterm progress test, which counts 35 percent; (3) individual homework assignments that collectively count 12 percent in the determination of the final grade; (4) class participation, engagement, and attendance, which counts 8 percent. 
The date of the midterm test is Tuesday, October 24 (regular class time). The date of the final examination is Tuesday, December 5 from 9 a.m. to 11 a.m. 
· Course Grade
Your final course average is determined according to the following formula:

[0.35 ( midterm] +  [0.45 ( final] +  [0.12 ( homework] +  [0.08 ( participation]     

· As/Bs are determined based on break points in the realized distribution of final course averages.
· Cs/Ds determined based on absolute criteria. In particular, to qualify for a B or higher, the simple average on your midterm and final must be at least 70 percent.

· Final Exam (45 percent) 

The final exam will be a two-hour, “closed-book” exam consisting of problems and objective short answer questions. It will cover all assigned readings, cases, and lecture material during the quarter. 

· Midterm Progress Test (35 percent) 

This will be an objective test consisting of problems, short answer questions, as well as multiple choice and true-false questions. It is intended to be a progress check on the material taught in the first eight sessions of the course, and it will cover all assigned material from those sessions. 
· Homework Assignments (12 percent)  

Throughout the quarter, you will be assigned 7 homework exercises to turn in. These
assignments will receive a grade on a scale from 0 to 10. A score of zero is 
reserved for someone who did not turn in an assignment. 

You will be permitted to drop the homework assignment with the lowest grade. If, however, you did not turn in at least one assignment, you may not drop the zero you received. Instead, your next lowest score will be dropped, whatever score that may turn out to be, and thus the computation of your homework grade will include the zero.

· Homework FAQs

· Can I work with other students on homework assignments?The short answer is Yes. While every student must submit an individual answer to the homework assignment, you may, if you wish, collaborate with classmates. In general, you may work on your homework problems in study teams to figure out approaches to solving the problems and to discuss proposed answers to the problems. 
· Could you be more specific --- what would be an example of permissible collaboration?
Here is one example of acceptable collaboration. Suppose that you and several other students meet to work on a homework problem. You work together to develop an approach to the problem, and/or you work together on required calculations. After your meeting, you write up individual versions of your homework to be handed in, adding the relevant calculations, explanations, graphics, and so forth needed to support the answer.

Here is another example of collaboration that is acceptable. You and several students get together to work on a homework problem. One of you believes he or she knows how to set up the problem or do a particular calculation that other students might be unsure or confused about. That student walks through the problem on the blackboard, with the other students in the meeting taking notes that they then use in preparing their own individual solutions to the homework assignment. 
· So what are examples of collaboration that are not permitted?

Suppose that one student gives another student a copy of the homework solution that he or she is going to hand in. The other student then copies this solution verbatim or photocopies it and turns it in with his/her name on it. This would not be permissible.
· How elaborate should my homework answers be?

Usually the homework assignment will be fairly specific as to the required deliverable. In general, you want to keep your answers as brief and to the point as possible. That said, you should show enough of your work so that if you do not ultimately get the correct answer, I can diagnose where you went wrong. 

· Class participation and Attendance (8 percent)

Attendance, preparation, and participation are essential for this class to be value adding. Attendance is expected, and a student who misses class for any reason other than a serious illness or a death in the family can impair his or her participation grade. Much of the learning in this course comes from class discussion of cases or exercises. Learning opportunities are maximized when a student is actively engaged in the class discussion. Active engagement means that you are listening carefully to the comments of other students and seeking opportunities to make comments that move the class discussion forward. Some of the key characteristics of valuable class participation are as follows:

· Relevance: Are your comments clearly related to the case and to the comments of others? Does your comment stick to a subject or does it wander?

· Advancement: Does your comment move the class discussion forward? Does it take the discussion farther or deeper than previous comments?

· Fact-based: Have you used specific data from the case, from readings, or from personal experience to support the assertions that you are making?


· Logical: Is your reasoning consistent and logical? Do you use concepts from the readings or lectures correctly?

· Originality: Do your comments go beyond the mundane and commonplace and bring fresh analytic perspectives to bear on the problems under consideration?

Because the course consists of 20, 90-minute, sessions, there is ample opportunity for you to participate. Do not be discouraged if, after the first few classes, you have yet to participate. To increase opportunities for effective participation, I will often cold call a student to open the class discussion. I will also occasionally cold call students during the course of a discussion. If you feel that you are preparing well but that I am not calling on you often enough, please let me know so that I can address the problem. Chances are that if you have invested quality time to prepare for class, you will have something valuable to say during the course of the class discussion. 

I am sometimes asked whether student questions (e.g., during a lecture) “count” toward effective class participation. Sometimes they do and sometimes they do not. An incisive question that moves the class forward will work to enhance your participation grade. Questions that are beside the point or that reveal a lack of preparation can detract from your participation grade. 

Review Sessions

A MECN 430 review session will be held Wednesday afternoons from 3:15 p.m. to 5:15 p.m., starting Wednesday, September 27. The location for these sessions is to be announced.
Kellogg Honor Code

The student experience at the Kellogg School is unique because, among other reasons, students trust that their classmates will behave with honesty, integrity, and respect in all academic, professional, and social matters. Kellogg's Honor Code plays a critical role in engendering this trust. The Honor Code requires that a student not to seek an unfair advantage over other students, including but not limited to giving or receiving unauthorized aid during completion of academic requirements; to truthfully represent fact and self at all times; and to respect the property and personal rights of all members of the Kellogg community. Students' willingness to abide by this Code serves as the lubricant that allows faculty and students at the Kellogg School to interact with a minimum of rules, regulations, and bureaucracy, which in turn allows all of us to focus on creating an engaging and challenging academic environment. For each formal course requirement, I will attempt to be clear about my expectations and standards. If you have questions about whether behavior is within the bounds of honorable behavior, please ask. Your mantra should be: when it doubt, ask! 

Kellogg Code of Classroom Etiquette and Laptop Use in Class

Kellogg’s Code of Classroom Etiquette governs appropriate classroom behavior in this class (See http://www.kellogg.northwestern.edu/stu_aff/images/KelloggPolicyProc_2Y06.pdf). In particular, students are not permitted to surf the web, check e-mail, or engage in IM’ing during class time. If you choose to violate this rule, your participation and engagement grade will suffer and you may be asked to withdraw from the class.

Course Materials
1. Textbook: Besanko, David and Ronald R. Braeutigam, Microeconomics, New York, John Wiley & Sons, 2005, second edition.

2. Readings packet:  The readings packet for the course contains all of the cases and required readings other than those in Besanko and Braeutigam. 
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Course Outline

SESSION 1: Friday, September 22: (a) Course introduction; (b) Supply and demand 
Readings:
1. Besanko, D., and R. Braeutigam, Microeconomics: 2nd edition (Hereafter B&B), Chapter 2, Section 2.1.
2. B&B, Mathematical Appendix, Sections A1-A5 only.
Case:

Capacity Expansion in the Global Aluminum Industry, 2006 (Kellogg).
SESSION 2: Tuesday, September 26: Relevant costs and short-run supply decisions in a perfectly competitive market

Readings:

1. Al-Najjar, N. and D. Besanko, “Note on the Microeconomics of Cost.”

2. Seligman, D., “Of Mice and Economics,” Forbes (August 24, 1998), p. 24.

Case:

Capacity Expansion in the Global Aluminum Industry, 2006 (Kellogg) (continued).
Exercise:

Besanko, D. “Constructing the Short-Run Supply Curve for Primary Aluminum in 2004.”
SESSION 3: Friday, September 29: (a) Long-run supply decisions in a perfectly competitive market (b) Demand drivers and the price elasticity of demand
Readings:

1. B&B, Chapter 2, Sections 2.2 – 2.3. 

2. Besanko, D., “Note on Opportunity Cost and Economic Profit.”

Case:

Capacity Expansion in the Global Aluminum Industry, 2006 (Kellogg) (continued).
Exercise:

Besanko, D. “The Demand Curve for Aluminum in the U.S.”
Homework # 1 Due:

Besanko, D., “Cost Curves, Supply Curves, and Equilibrium in the Global Copper Market.”
SESSION 4: Tuesday, October 3: Long-run capacity dynamics in a perfectly competitive market 
Reading:

Besanko, D. “Note on the Theory of Perfect Competition.”

Exercise:

Besanko, D. “Perfect Competition in the Market for Offshore Oil Drilling.” 
SESSION 5: Friday, October 6: Long-run capacity dynamics in a perfectly competitive market (continued)

Reading:

(optional): B&B, Chapter 9, Sections 9.1 – 9.4.
Case:

The Offshore Drilling Industry (HBS 9-799-111) 

Homework #2 Due:

Besanko, D. “Perfect Competition in the Short Run and Long Run.”
SESSION 6: Tuesday, October 10: Value creation in competitive markets
Readings:

1. “Preparing for the Aplia Exercise” (passed out Friday, October 6).
2. B&B, Chapter 10, Sections 10.1 -10.4.

3. Al-Najjar, N. and D. Besanko, “Note on Consumer Surplus.”

4. Besanko, D., “Note on Producer Surplus.”

5. “The Great Manhattan Rip-off,” The Economist (June 5, 2003).

In-Class Exercise:
Aplia Market Exercise.
SESSION 7: Friday, October 13: Analyzing government interventions: subsidies 
Readings:

1. “Hanging by a Thread: In U.S. Cotton Farmers Thrive; In Africa they Fight to Survive --- America’s Subsidies Depress World Prices, Undermining its Foreign Policy Goals,” Wall Street Journal, (June 26, 2002).

2. “Stitched Up: African Irritation at Rich Countries Cotton Subsidies” The Economist, (July 24, 2003).

3. “A Tangle of Troubles,” The Economist, (July 20, 2006).

4. Watkins, K., “Cultivating Poverty: The Impact of U.S. Cotton Subsidies on Africa,” Oxfam Briefing Paper 30, (September 27, 2002).
Exercise:

Besanko, D. and J. Horner, “The Economic Impact of U.S. Cotton Subsidies.” 
Homework #3 Due:

Besanko, D., “Deadweight Loss Due to Price Controls and Subsidies.”
SESSION 8: Tuesday, October 17: Analyzing government interventions: London’s congestion charge 

Reading:

B&B, Chapter 17, pp. 635-649.

Case:

London’s Congestion Charge (Kellogg 5-206-257)

Exercise:

Besanko, D., The Impact of London’s Congestion Charge on Social Welfare 
SESSION 9: Friday, October 20: Demand and cost concepts for pricing 

Reading:

B & B, Chapter 11, Sections 11.1 – 11.3.
Exercise:

Besanko, D., “Pricing a Newspaper.” 
Homework #4 Due:

Besanko, D., “The Impact of Subsidies on the Global Steel Market.”
SESSION 10: Tuesday, October 24: (( MIDTERM PROGRESS TEST ((
SESSION 11: Friday, October 27: Advanced topics in pricing

Exercise:

Al-Najjar, N. and D. Besanko, “Pricing a Service Contract.”

Case:

Electronic Data Systems and Large Outsourcing Deals (Kellogg 5-204-253).
No Homework Assignment Due This Week 

SESSION 12: Tuesday, October 31: Price discrimination: theory and examples

Readings:

1. B&B, Chapter 12, Sections 12.1, 12.2, 12.4 

2. “What Supermarkets Don’t Want You to Know,” Chapter Two from Hartford, T., The Undercover Economist, (Oxford: Oxford University Press), 2006.

3. “If Airlines Sold Paint.” 
4. “New Baldness Drug is an Older Product at a Premium Price,” New York Times, (January 20, 1998).

5. “How Much Did Your Seat Cost?” New York Times, (July 20, 2003), p. 1, 4.

SESSION 13: Friday, November 3: (a) Overview of oligopoly theory; (b) Short-run price competition in an oligopoly
Reading:

B & B, Chapter 13, Sections 13.1, 13.2, 13.4.
Exercise:

Besanko, D., “Heinz versus Hunts in the Market for Catsup”

Homework # 5 Due: 

Besanko, D., “Revenue Management by a Rental Car Company”

SESSION 14: Tuesday, November 7: Short-run price competition in an oligopoly (continued) 
Exercise: 
Besanko, D., “Pricing the Tunnel”

Case:

Eurotunnel versus the Ferries (Kellogg 5-206-256).

SESSION 15: Friday, November 10: Long-run capacity competition in an oligopoly: the Cournot model 

Reading:

Re-read: B & B, Chapter 13, Section 13.2.

Case:

Corning, Incorporated: 1999 (Kellogg 5-403-753).

Exercise: 
Besanko, D., “Cournot Competition in the Optical Fiber Market in 1999.”

Homework # 6 Due: 

Besanko, D., “Price Competition in a Differentiated Product Industry.”
SESSION 16: Tuesday, November 14: Long-run capacity competition in an oligopoly: the Stackelberg model

Readings:

1. B & B, Chapter 14, Section 14.3.

2. Courtney, H., “Games Managers Should Play,” McKinsey Quarterly.
Case:

Zoltek (Kellogg 5-204-254).
Exercise:

Besanko, D., “Capacity Expansion in the Carbon Fiber Market.”
SESSION 17: Friday, November 17: Collusion, and repeated play 

Readings:

1. B & B, Chapter 14, Sections 14.1, 14.2.

2. (optional) Chapters 8 and 9 in Eichenwald, K., The Informant (New York: Broadway Books), 2000.

Case:

Price-Fixing Vignettes (HBS 9-902-068).
Homework # 7 Due: 

Besanko, D., “Capacity Competition in the Manganese Industry.”
SESSIONS 18 and 19: Tuesday, November 21 and Tuesday, November 28: CAPSTONE: Market restructuring and deregulation --- the market for power in California 

Reading (Session 18):
Birnbaum, L., J-M. del Aguila, G. Dominguez Orive, and P. Lekander, “Why Electricity Markets Go Haywire,” McKinsey Quarterly (2002), pp  64-73.

Readings (Session 19):
1. Joskow, P. L. and E. Kahn, “A Quantitative Analysis of Pricing Behavior in California’s Wholesale Electricity Market During Summer 2000, Energy Journal 23(4) (2002), pp. 1- 29.

2. Brennan, T., “Mismeasuring Electricity Market Power,” Regulation (Spring 2003), pp. 60-65.

Case (Sessions 18 and 19):
The California Power Crisis (Kellogg 5-403-759).
SESSION 20: Friday, December 1: Wrap-up and review
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