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DO YOU REMEMBER?

If you have read the Wall Street Journal from February 12th to  16th, you should be able to answer the following questions based upon important articles relating to economics. The reference at the end of the answer tells you the date and page number where you can find the article upon which the question is based. 
1. What economic actions will new U.S. Treasury Secretary Paul O’Neill be pressuring Japan take in the near term? Click for answer.
2. How is tracking corrugated boxes like tracking the economy?  Click for answer.
3. Will the Bush budget seek to increase or decrease the increase in government’s discretionary spending? Click for answer.
4. Do most economists surveyed by Blue Chip Economic Indicators believe the economy will or will not enter a recession in the next 12 months?  Click for answer.
5. According to southern Californian farmers, what threatens their business? According to economists, what threatens their business?   Click for answer.
6. Are California electricity utility companies allowed to set the rates at which they sell electricity?  Click for answer. 
7. Would you characterize the Fed’s near-term policy stance as (a) leaning toward expansion, (b) leaning toward contraction, (c) neutral?   Click for answer.
8. Why is the 2000 U.S. census important to firms? Click for answer.
9. How have improved machines impacted the recent economic slowdown?  Click for answer.
10. What did Indian generic drug maker, Cipla Ltd., offer U.S. drug makers that will increase the supply of lower-cost AIDS cocktail to African countries? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. Japan’s economy continues to grow slowly, and most recently decline.  U.S. Treasury Secretary will likely pressure Japan to close some ailing banks, restructure troubled companies, and continue expansionary monetary and fiscal policy.   (See “Can Bush Charm Japan Into Economic Growth?” February 12, page A1.)
2. Corrugated boxes are used to ship manufacturing supplies and to ship retail goods. If there are fewer goods being produced, fewer supplies need to be shipped.  Therefore, the percent change in box-shipment volume is a good coincident indicator for output in the economy.  (See “Here’s One Measure of Economic Health: Corrugated Box Sales,” February 12, page A1)
3. The proposed budget includes a 4 percent increase in discretionary spending compared to a 6 percent increase in previous years. (See “Bush Budget Seeks To Rein in Growth of Government” February 12, page A2.)
4. Only 5 percent of those surveyed believe the economy will enter a recession. You can visit Blue Chip Economic Indicators at http://www.bluechippubs.com (See “Few Economists Are Seeing Recession, Survey Finds” February 12, A2) 
5. According to farmers, it’s a labor shortage. According to economists, it’s overplanting. (See “The Great California Farmhand Riddle” February 12, page A17)
6. No.  The rates for electricity were frozen by the California legislature in 1996 and a recent bid to raise the rates was refused by a federal judge. (See “Judge Rebuffs Edison’s Bid to Lift Rates” February 13, page A2.)
7. Leaning toward expansion.  The Fed has cut the federal funds rate recently and believes the risk of recession to be greater than the risk of inflation.  (See “Greenspan Presents a More Upbeat View” February 14, page A2.)

8. It helps them do target marketing by providing detailed demographic data by geographic location. (See “Counting on the Census” February 14, page B1.)
9. Improved machinery have shortened production time and allowed manufacturers to respond more quickly to changes in demand. (See “Better Machine Tools Give Manufacturers Newfound Resilience” February 15, page A1.)
10. Cipla offered U.S. drugmakers a 5 percent royalty if they licensed their patented drug formula to them.  (See “Companies Weigh Offer of Royalties for AIDS Drugs Aimed at Africa” February 16, page B1.)
Return to Questions 
The Price Isn't Right

Internet pricing has turned out to be a lot trickier than retailers expected
By DAVID P. HAMILTON
Of all the quandaries involved in building online retail businesses, few have been more vexing than price. Despite five years of experience, many Internet merchants are still struggling to find ways to set prices to attract as many customers as possible, while fattening up their razor-thin profit margins.

What these retailers do know is what hasn't worked.

Flawed pricing strategies have taken much of the blame for the continuing implosion of dot-coms. Too many merchants raced for the bottom with deep discounts that made profits all but impossible to achieve -- especially when the stock market bottomed out and funding for dot-coms froze. Others have felt the consumer backlash to so-called price discrimination, as the Internet has given shoppers the ability to better detect price discrepancies and bargains. The survivors must now figure out if it is even possible to take advantage of the Internet's unique capabilities to set dynamic prices, which would better reflect a customer's willingness to pay more under different circumstances.

"Before the Internet existed, retail was a very competitive, difficult, low-margin business," says Austan Goolsbee, an economist at the University of Chicago. "With the advent of Internet retailers, there was a brief moment in which they and others believed they had broken the iron chain of low margins and high competition in retail by introducing the Internet. Now, retail online is starting to look like retail offline -- very competitive, profit margins squeezed. In all, a very tough place to be."

Harsh Reality
Setting prices on the Internet was expected to offer retailers a number of advantages. To begin with, it would be far easier to raise or lower prices in response to demand, without the need of a clerk running through a store with a pricing gun. Online prices could be changed in far smaller increments -- even by just a penny or two -- as frequently as a merchant desired, making it possible to fine-tune pricing strategies.

1. How could the physical process of setting prices on the Internet be superior to setting prices in traditional stores?
But the real payoff was supposed to be better information on exactly how price-conscious customers are. For instance, knowing that customer A doesn't care whether the "Gladiator" DVD in her shopping basket costs $21.95 or $25.95 would leave an enterprising merchant free to charge the higher price on the spot. By contrast, knowing that customer B is going to put author John Le Carre's latest thriller back on the shelf unless it's priced at $20, instead of $28, would open an opportunity for a bookseller to make the sale by cutting the price in real time.

2. Define price discrimination.  What is necessary for a firm to be able to price discriminate? Does that exist in the Internet market?
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That concept, which economists term first-degree price discrimination, is an idealized pricing strategy -- charging exactly what the market will bear. But putting it into practice online has turned out to be exceptionally difficult, in part because the Internet also has empowered consumers to compare prices to find out if other merchants are offering a better deal or if other consumers are getting a bigger break. And it has made it easier for consumers to complain.

3. What effect would you predict that lower search costs have on product prices? Does the article support your prediction? 
For example, Seattle-based online bookseller Amazon.com Inc. (www.amazon.com) raised a furor last September when customers learned they were paying different prices for the same DVD movies, the result of a marketing test in which the retailer varied prices to gauge the effect on demand. After complaints from irate consumers, who learned from online chat boards that they had paid higher prices, Amazon announced it would refund the difference between the highest and lowest prices in the test.

Brick-and-mortar retailers run such tests all the time, economists say, and no one tends to kick up a fuss because few consumers even notice them. Similarly, mail-order companies have frequently printed different catalogs -- with different product selections and varying prices -- for different parts of the country, but generally get few complaints.

4. Why would a firm price discriminate? 
Moving in Concert
Early hopes that the Internet would benefit consumers by creating a low-priced utopia of frictionless commerce, in which online merchants would find it impossible to charge anything but the lowest prices, also have fallen by the wayside. In fact, some economists now warn that online merchants -- their ranks thinned by consolidation and business failures -- may be more likely to raise, or at least stabilize, prices rather than to cut them.

While the Internet helps drive down prices by making it easier for consumers to shop for the best bargain, it also makes it possible for online merchants to monitor each others' prices -- whether higher or lower -- and to adjust them in concert without overtly colluding. As long as there is a relatively small number of retailers in a given market, it becomes much simpler for merchants to signal each other by changing prices for short periods -- long enough for their competitors to notice, but not so long that consumers do. Airlines have long used online reservation systems to signal fare changes to each other.

"Online markets may not be as cutthroat as is commonly expected," Hal Varian, dean of the school of information management and systems at the University of California at Berkeley, wrote in a 1999 paper on the subject. "The only check on this upward drift in prices comes from competitive suppliers such as local [bricks-and-mortar] merchants who may find it more difficult to change prices so rapidly." Since then, empirical research has tended to support the notion that online merchants can find ways to raise prices. In an unpublished study, Michael Smith, a professor of information technology at Carnegie Mellon University in Pittsburgh, and his colleagues looked at the online pricing of books at Amazon.com and its two closest competitors: Borders.com (www.borders.com), a unit of Borders Group Inc., Ann Arbor, Mich., and Barnes & Noble.com Inc. (www.barnesandnoble.com), the publicly traded joint venture of New York-based Barnes & Noble Inc. and Germany's Bertelsmann AG. The economists found that for over half the items they studied, all three retailers charged virtually the same price, differing at most by five cents. What's more, those prices were substantially higher than the lowest prices offered at other online retailers.

That runs against early conventional wisdom of Internet shopping -- that consumers were only a click away from lower prices offered by a competing merchant.

5. According to the article, why does the Internet facilitate price collusion? Is this collusion illegal? 
Complex Comparisons
Online price-comparison engines, known as shopbots, were supposed to make it easy for consumers to find the lowest price for any goods. But making effective use of competitive price information has been more difficult for consumers than retailers and economists originally thought. For one thing, price comparisons, which must include a range of shipping options and fees, state-based sales taxes and any special offers from individual merchants, are far from straightforward. And the time it takes to look up the best prices for a collection of items -- say, books or DVDs -- can outweigh price savings of a dollar or two, according to Karen Clay, a Carnegie Mellon economist.

"Shopbots are tedious to use," says Ms. Clay, who notes that consumers also tend to be willing to pay more for goods from familiar online retailers. Since trying a new retailer always involves uncertainty as to whether goods will arrive on time, customer service is satisfactory and even whether the merchant has honestly posted its prices, she says, "that uncertainty can easily outweigh what you could save by shopping somewhere else."

6. What rule do consumers use to decide whether to comparison shop? 

Catch-22
While the retailers who have survived the dot-com fallout have gained more clout in price-setting, they risk alienating consumers if they push too hard to raise prices.

Last year, Amazon.com scaled back its deepest discounts on New York Times bestsellers to 40% from 50%, a move the retailer took because the list expanded to cover more than a dozen more titles, a spokesman says. Still, the move has alienated some frequent book buyers like Burt Greenspan, a federal civil servant in San Francisco.

"The only thing that Amazon ever really offered was discounts," says Mr. Greenspan, who recently bought a copy of James Boswell's "Life of Samuel Johnson" at an independent bookstore because he couldn't find the edition he wanted at Amazon. "A real bookstore can be much more helpful, provided the staff knows something about books."

Low-price strategies, however, haven't necessarily served online retailers much better. Buy.com Inc., a struggling online superstore (www.buy.com) based in Aliso Viejo, Calif., announced it would price goods at wholesale -- guaranteeing itself a profit margin of zero -- and make up the difference by selling advertising on its pages. Cyberian Outpost Inc., a Kent, Conn., online electronics merchant, offered shoppers free overnight shipping for all orders, essentially knocking down its already-low prices by several dollars or more -- its profit margin along with it.

One More Try
So what's an embattled online retailer to do?

Some innovative pricing strategies, such as the auction model of eBay Inc. (www.ebay.com), San Jose, Calif., continue to thrive, although the evidence so far suggests that other merchants may have trouble duplicating it. Amazon.com launched its own auction site nearly two years ago, but its auctions remain a fraction of the size of those on eBay.

Priceline.com Inc.'s online reverse auction -- where customers submit the highest price they are willing to pay for airline tickets -- could conceivably be extended to other kinds of goods, such as online music, assuming the copyright holders are willing to discount their prices under certain circumstances. That pricing strategy, however, didn't work so well for groceries and gasoline, two businesses that the Norwalk, Conn., firm shut down late last year after food-product makers and petroleum companies refused to discount their products. (Previously, Priceline (www.priceline.com) had offered the products to consumers at a discount, but ate the difference in hopes of negotiating a lower rate later from suppliers.)

The solution, some experts say, could be amending some of the traditional retail models that have failed online.

Even Internet-connected consumers remain amenable to some forms of pricing tests and price discrimination. For instance, customers don't tend to complain if retailers hand out discount coupons to selected consumers instead of simply charging some people different prices. While the two actions are identical in economic terms, people generally consider the latter significantly less fair.

Retailers also can get a rough sense as to how price-sensitive consumers are by providing them a menu of prices for goods and services, offering no-frills products at low prices and significantly upgraded versions for higher prices.

Still, it's likely to be a while before online retailers can truly exploit the full theoretical pricing advantages of the Internet -- if they ever do. "It's not clear to me what the benefits of these ultracomplex pricing schedules are," says Ms. Clay, the Carnegie Mellon economist. "People like the idea that if they go to the store today, tomorrow or next week, they're going to know what something costs."

-- Mr. Hamilton is a staff reporter in The Wall Street Journal's San Francisco bureau.
Write to Nicholas Kulish at nicholas.kulish@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 1 and 12 in Colander’s Economics and Microeconomics.

Refer to chapters 1, 9, and 12 in Frank and Bernanke’s Economics and Microeconomics.

1. In traditional brick-and-mortar stores, clerks have to reticket items or post discount signs.  This takes both time and money, increasing costs for firms and delaying the implementation of prices changes.  Firms have to weigh the cost of reticketing against the benefit of lowering prices.  There are no printing costs to Internet pricing.  Changing prices is as quick as the stroke of a few keys. Return to article.
2. A firm price discriminates if it charges different prices to different individuals or groups of individuals.  The firm must identify individuals or groups of individuals with different elasticities of demand, separate them in some way, and limit the ability of individuals to resell the products.  The Internet does provide better information regarding elasticity, and firms can identify different groups.  The Internet, however, does not allow firms to separate individuals sufficiently that they don’t find out about the price discrimination. Consumers know that the Internet companies are price discriminating and feel that it is unfair.  In the traditional market, it is more difficult for customers to know if firms are price discriminating. Return to article.

3. Lower search costs will lead to lower product prices. Lower search costs lead to lower product prices as firms are forced toward the lower, more competitive price. The article suggests that this is the case, but later the article mentions that search engines are difficult to use, limiting the effect of these searches.Return to the article.
4. If a firm can price discriminate, it can turn consumer surplus into producer surplus and increase its profits. Return to article.
5. Because the Internet also provides more information at a lower cost to firms, firms are able to monitor each other’s prices.  As long as there are not too many retailers on the Internet (not enough for perfect competition, just enough for firms to make strategic pricing decisions), this will allow firms to implicitly collude to raise prices. Such implicit collusion is not illegal. Return to article.
6. Consumers use marginal analysis to decide when to search.  If the marginal cost of the search falls and the marginal benefit stays the same, more consumers will search for the lower priced items. The cost is the time it takes to do the comparison. The benefit is the lower price for an equivalent good.  The goods, however, are not always equivalent. Part of the good is service and trust in the producer.  Return to article.
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