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Abstract: Problem statement: We consider a monopolist who manipulates the makartificially
creating shortages that result in an increaserirentiprice that, in turn, boosts demand for thedpct

in subsequent periods. The approach is to devetomtartemporal model of pricing strategy for a
monopolist. Approach: The postulated pricing strategy creates an ingerfor producers to reduce
current supply and raise current prices and saeridurrent profits in order to increase future psof
The main problem is to explain the precise matheEmlatonditions under which the pricing strategy
will be chosen by a monopolisResults. We derive the optimal pricing strategy to arguat tthe
monopolist has an incentive to adopt simple mankatipulation that calls forth a close examination
of issues concerning deregulatioBonclusion: The paper examines two possible strategies for a
typical monopolist-strategic pricing vis-a-vis aogyc pricing. The intuition is that the monopolkstn
manipulate the market by artificially creating dlages that result in an increase in current pheg, t
in turn, boosts demand for the product in subseuerods.

Key words: Strategic pricing, market manipulation, myopic pri; subsequent periods, typical
monopolist, possible strategies, pricing strategtificially creating, current supply

INTRODUCTION in two ways: first, if price rise creates an elemeh
panic among buyers. Secondly, current price ine®as
In some markets current shortages not only raiséan boost future demand if prices signal produetityu
current prices but can also influence future densmatf ~ With  asymmetrically informed  buyers).  Such
thereby, future prices(The shortage of electrigity —Manipulations raise thorny questions about the
California has proved profitable for power companie onslaught of deregulation in 1990s and the tertgmhi
and evidence is mounting that Californian powerour unprecedented trust in the market mechanism.
companies have been rigging electricity prices. e Economic crises in Asia and power crisis in Catifar
know that such rigging of electric prices took @ldn  are amongst many that will evoke a serious debate o
Britain before 1996 (Gangopadhyay and Chatterji,the pros and cons of our increased faith in markets
2000). This possibility creates an incentive for(Gangopadhyay and Chatterji, 2005; El-Salam, 2011).
producers to reduce current supply and raise currerf his note offers a simple scheme of strategic pgidor
prices and sacrifice current profits to increasturit @ monopolist who creates artificial shortages to
profits (Th|s type of non_myopic pricing strategﬂﬁ] mar.IIpulate futl.JI’e pr|CeS.. SUCh .a prICIng SCheme can
been examined in the literature: the experienceecur €asily be sustained even in an oligopoly.
phenomenon of falling marginal costs associatedh wit
accumulated output or production experience caatere
incentives for strategic pricing-as opposed to niyop
pricing (Riordan, 1986). It is generally recognidbdt
optimal pricing strategies will depend on the aptced
nature of the dynamic cost, or demand, functions ap= a-bQ (1a)
noted in the context of forecasting and determining
monthly and seasonale variations in Air PO”utantSWhere, Rand Q are price and quantity respectively in
Index (Leeet al., 2012a). What is novel in this study is period t and a, b>0.
the positive effect of a current price increasefutnre |t is assumed that the marginal cost and averagfeace
demand. It is possible to explain such a positiecé  zero. The myopic price and the corresponding gtyanti
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Model: The market unfolds for two periods-period t
and t+1. The inverse demand function of the
monopolist for the product in period t is assunede
linear and given as:
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in period t are defined as™Pand Q" that maximise pricing in period t+1. The strategic pricing in joer t+1
instantaneous profit in period t. Given the demands the same as the myopic pricing with the new dema

function (1a) and zero cost, we derive them as: function characterised by (2b) and (2c).

PM=a/2 (1b) RESULTS

QM=a/ (2b) (1c) propV(\)lgtiopr:gsent the main results in the following
Myopically-maximised profit in period t ;" Proposition 1: The strategic pricing will always

I = #/(4b) (1d) Eirleztoo.-domlnate the myopic pricing strategy so lasg

We define p>0 as the increase in price frofh P Proof: The period t profit from the strategic pricing is:
caused by an artificial shortage in period t:
1= [(&%2 +pa)-(a/2+)/(2b) (3b)
p =R-P" (2a)
We get the above by substi;uting (2a) into (1a an
We assume the inverse demand function in periodhe€n multiplying the resultant price by the quantitve

t+1 to be: now derive the myopic price and quantity in peried
- with the new demand function - and multiply thém

Pus= a — hQuy (2b) yield the profits from strategic price in periodL{+l,~

b= b/(Hp+1) 2c) ua’=al(4b)=(1+Hp)&/(4b) (3c)

Equation (2c) incorporates the effect of price_ .The Fwo—perlod profits from the strategic pricing,
increase from‘lg-‘j in period t on the demand function in = iS derived as:
period t+1. This is how we connect period t and tteit S 2
gives rise to the incentive to strategise the pgci X =[(a/2+pa)-(a/2+pjl/(2b)+5(1+Hp)&/(4b) (3d)
decision. If the monopolist adopts the myopic pgrofi
maximising price in period t, the demand function  The strategic pricing will yield higher profitsah
remains invariant through time. Hence, the myopjeal myopic pricing if:
maximised profit in period t+1 is the same as above

23>0 (4a)
M., = &/(4b) (2d)

Substituting (3a) and (3d) into (4a) yields:

If the time rate of discount of the monopolistis

then the two-period profits from myopic optimisatio I +[(5&°)*(Hp-1)/(4b)]>0 (4b)

arez": The sufficient condition for satisfying (4b) is:

sM=a2(1+ 8)/(4b) (Ba)  H>1/p (4c)
MATERIALSAND METHODS Thus the monopolist has an incentive to create an

artificial shortage in period t to influence thenusend

The strategic pricing of the monopolist entaile th function in period t+1 since the strategic pricyiglds
adoption of p in period t that influences the dedhan a higher profit than the overall profit from myoagily-
function in period t+1 and then he sets the monppol optimal prices. This is true if the boost in demand
price in period t+1 with the new demand functionperiod t+1 is sufficiently strong (H>1/p) to outwéi
characterised by (2b) and (2c). By so doing thethe loss of choosing p in period t. We turn to datae
monopolist loses profits in period t for extra pi®fin  the strategic price increase, p, that maximises the
period t+1. We design the conditions that will garaee  overall profits. This is offered in Proposition 2.
the strategic pricing to bring more profits tharofjis
from myopic prices. Proposition 2: The strategic price increase in period t

We definell® as the profit from the price increase that maximises the discounted stream of profitshef
(p) in period t andl.,° as the profit from the strategic monopolist is given as p*:
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artificially creating shortages that result in acrease
in current price that, in turn, boosts demand tfoe t
product in subsequent periods (Krugman, 2000; dtee
al., 2012b). We show that the monopolist has an
incentive to adopt such manipulation that callghfax
close examination of issues concerning deregulatton
would be important to extend this note to raticseli
inequality (4c) by introducing either panic elensgrar
asymmetric information about product quality.
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