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Argument:

1. In young industries demand curve is unknown

When

2. Prices have to be posted a period in advance

3. Customers know prices (i.e., have zero search costs)
Then

A. price dispersion declines as the industry gets older.

B. markups fall with industry age.



Combine Rob (RES ‘91) with price commitment as in
Prescott (75)

Prescott 75: Assumptions of the model:

e n ~ F (n) number of customers

e ¢ = cost of preparing the room.

e One room per hotel;

e Zero search cost. All customers informed
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Let
S (p) = # hotel rooms costing < p

Zero profit

c=p(l—-F[S(p)])
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Dynamics Rob (RES 91) plus price posting one period
ahead

c = cost of a unit cost of new capacity

r = industry investment

—————————————————————————————————————————————————

o If & ever exceeds n, price falls to zero perma-
nently.
Highest-price seller always charges p

v (k) = pre-crash value of capital of the highest-price
seller

entry if industry capacity = &

free entry —
v(k)=p+c



Learning:

Therefore,

c=Pr(n>k+4+z|n>k)3(p+c)

Equilibrium difference equation for capacity solves
1 - F (K . &
1-F(k) B(F+c)

Price distribution = (p) solves

—F(k+z(p)  1-F(k+z(p))

1_F(h) 7T 1-F()

(3)

c=0 -
(4)



EXAMPLE: Pareto

F(n)=1-— (1) —,o.

m

with p > 1

E (n) —_— NMm

P and E(n|n>k)=ik"L—
1 p—1

Then

Then growth rate increases with 3. P, decreases with
c, p. The density of prices is

The fraction of firms at the spike =
ket
Kt+1

The Pareto hazard is f:%
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Implications

1.Right-skewed price distributions of markups with spike at zero
2.Variance of markups falls as industry ages

3.Effects of money shocks and aggregate shocks?



fraction
of
capacity

real price

Eden’s price-rigidity hypothesis

Benjamin Eden Journal of Political Economy (1994)
“The Adjustment of Prices to Monetary Shocks when Trade is Uncertain and Sequential.”



Eden’s hypothesis + this model — >

1. Frequency of price changes rises as the industry gets older

2. Older firms should change prices more often



Evidence

1. Do large firms charge less (for the same product) ?

2.Are markup distributions skewed to the right

3.Does “sudden saturation” occur?



Do large plants have lower markups?
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Fig. 1. Kernel price regressions



Are price distributions skewed to the right?
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Source: Roberts, Mark and Dylan Supina (2000)
“Output Price and Markup Dispersion in
Producer Micro Data”,

Advances in Applied Microeconomics 9,
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JAI Press.
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Source: Lach, Saul (2002) . “Existence and Persistence of Price Dispersion:
an Empirical Analysis.” Review of Economics and Statistics, August, 433-444.
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Distribution standardized regular prices, ketchup
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Distribution standardized regular prices, margarine
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Does saturation occur suddenly?



Does output stop growing at shakeout?

Klepper & Graddy (RAND 90) — no regime shift at shakeout

Horwath, Schivardi, Voywode (1J1O 01)- yes — beer industry case



