Practice Question 1A.

As mentioned in your first question, one of the allegations against SONJ was that if they faced resistance to attempts to purchase the refineries in an area they would engage in coercive tactics to “force” a reluctant buyer to reconsider.  For example, in SONJ’s attempts to take over the refineries in St. Louis, SONJ was accused of bombing a rival’s refinery. 

Economic predation was also an issue in the case, in particular “Predatory Pricing.”  In essence predatory pricing is pricing below cost in order to cause the shut down and bankruptcy of rivals’ plants.  After the rivals are eliminated, the predator raises the price to the monopoly level.  Of course, such a strategy would make economic sense only if the losses from predation could be recouped via the future higher prices.

In order to access the plausibility of this allegation, consider the following “stylized” situation:

There were 10 independently owned identical refineries in Topeka, KS that SONJ targeted for take-over.  Crude oil is available competitively in Topeka as it is locally produced.  Given the competitive cost of crude oil, each refinery has a linear marginal cost that intercepts the price (or $/barrel -bbl) axis at 50¢/bbl.  Prior to SONJ entering the market, refining was also competitive and the price of refined kerosene was $1 per barrel with 10,000 bbls (thousand barrels) being produced and consumed each “period.”  After a recent refinery fire, the supply of kerosene was down 25% and the price went to $1.50 bbl (you may assume a linear demand.)  

A.  Graphically illustrate the competitive equilibrium for the supply and demand of kerosene in Topeka.  

B.  Assume the refinery assets will last another 10 periods and that the interest rate is 0.  What is the “competitive price” for a refinery?

C.  (Hereafter you can answer “graphically” - that is, I am not concerned with the exact numerical answers.) Assume SONJ has successfully acquired 5 of the 10 refineries.  

i.  What is the expected price when SONJ controls 5 of the 10 refineries?

ii.  What is SONJ’s expected market share?

ii.  What is the “competitive” value of the other 5 refineries?  

D.  What will happen to the expected cost of acquiring additional refineries as SONJ’s share of the market rises?  

E.  Assume SONJ has successfully acquired 8 of the 10 refineries but that the remaining 2 resist reasonable offers to sell.  SONJ then decides to drive them out of business by pricing below costs, intending to buy the assets of the two refineries in a bankruptcy sale.
i.  What will it cost SONJ to drive them from business?  How does the “profit pain” inflicted on the rivals compare to the pain SONJ would be inflicting on itself?  

ii.  What would you expect the price of the assets in a bankruptcy sale to be?  What factors would influence this expected price?  

iii.  What other factors would be important in assessing whether it would make any economic sense to engage in predatory pricing? 
