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Overall points

* Results not surprising

O Look at what retail consumers confront —
2006 FTC Behav Econ conference; 2007 Energy Policy

Unpacking brand loyalty, switching costs, and search
O Puller et al.’s empirical contribution

O Some questions on empirical assumptions

“Behavioral economics” or response to costs?

Policy implications: What difference does it make?
o Policies to make markets work better

o Regulation as way to mitigate all three (especially
residential)

How should we react to average cost pricing?
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Prior work on residential electricity choices

e (Considerable raw data on reluctance to choose

O Both domestic and international

* Extensive efforts at persuasion, “education” required
O Door-to-door marketing (UK)
O Website instruction (many othets)

O Even in best case (UK), extensive switching back

* Choosing not to choose
O “Brand loyalty” not unusual in other markets

O How often does one switch toothpaste, cereal brands?
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Shopping in Pennsylvania

How to Shop for an Electric Generation Supplier;

1. Using the chat on the opposite page, enter the ulipli-:r's. name o the
top line and write vour electric distriburion company’s price o comparne oo
Line 1. This price i given in cents per kilowatt bour (W h.

1. Call each electric generation supplier o find out what price they are
offering tor their electric genemtion, of refer to the Otfice of Consumer
Advocate (OCA) pricing list, Write that price on Line 2. See the checklist
on the back of this brochue for other questions to ask suppliers.

1. For you tosave, the suppliecs price must be lower than your present

PRUEr= | [
providers price to compane. Subteact the new supplier price from the present
price to compare and write that number oo Line 3.

A Wrrite the average number of kilowatt-bours (K% h) vour bowsehold uses
ina month on Line 4. This can be tound o0 vour cucrent e kectric bill,

h. Mulriply Lice 3 by Line 4 and put that number on Line 5.

fi. Divide the subtotal by 100 o cakoulare your savings per month in dollars
and cents (Line &),

1. Some suppliers dharse a monthly fee in addition to the chame for
pereration. 1 the supplier charses a fee, write the amount on Cine 7.
It the supplier does not charge a monthly tee, put a zercon Line 7.

i, Subrmct the monthily fee from your savings per month (Line 7 fom
Line &) and enter this on line 2. This will show vou what vour

“Final Monthly Savings" mav be. You can then easily compare prices
like vou would with any other product like gasoline and proceries.
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A few inquirties ....

Duestjons to Ask Electric Generation Suppliers:

What is your price per KWh? (Enter price on Line 2 of Comparison Worksheet.)

s your price fixed or does it depend on time of day or usage?

Can your price change? If it can change, when can it change and
how will I be notified?

What is the length of the agreement?
s there a cancellation fee?

Are there any other fees, such as a monthly service fee?
(Enter monthly fee on Line 7 of Comparison Worksheet. )

Will | receive one bill or two?

|s there a honus for signing up with you?

Do you offer a choice of energy sources, such as renewable energy?
Do you offer any other services?

Contact name and phone number?

Customer service hours?

Monthly savings? (Enter amount from Line 8 of Comparison Worksheet.)

Brennan: 3rd FTC-Northwestern Conference Nov. 18, 2010 5



Puller et al. contribution: The attempt to unpack

Choices to stick with the incumbent all of “brand
preference, switching costs, search costs”?

Incumbent brand preference: “Differentiation,” risk
aversion, or not wanting to bother?

O Schmalensee “pioneering brands”

If “search” is “seeing if new is as good as old,” can one
separate “brand preference” from “search costs”?

If switching costs low, does that reduce costs of search
as ex ante verification?

Could Steve answer the venerable “More taste or less
filling?”

o A role in Miller Lite’s revival of the old ad campaign?
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How do they do it (I think)?

* Used to thinking about variables, not “moments,” but
that’s my shortcoming

* 1. Seek N “brand preference” variables indicating
“decision to consider”, for each present supplier 7

o 2. “Switching costs”: N—1 probabilities P, of choosing
supplier /independent of which supplier one had

* Can extract this from looking at data on N[N —1] data
points from those who had supplier 7 and chose a new
supplier J# I

e 3. Use data on households who moved into new homes
and thus had to search, to estimate how search matters

* #2 critical and questionable, esp. for incumbent, green
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Behavioral or conventional economics?

e Puller et. al. approach not one of identifying mistakes

* Assume (and attempt to separately estimate) brand
preference or actual costs (switching, search)

e Attempt to keep explanations within the paradigm
rather than “throw in the towel”

* Is “search costs” a neoclassical or behavioral concept?
* External vs. internal? Is that just a preference?
* How about costs of “switching”?

* Is “brand loyalty” irrational?
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But what difference does it make?
* Depends on policy objective

e Make markets work better, then it matters
o Invest in programs to reduce search costs
o Invest in policies to reduce switching costs (like number
portability in telephones)
 But what about whether to have markets?

* Models incorporating costs (all three) show that
opening markets can reduce welfare

o Incumbent free to exploit the three costs

o Some who switch worse off than under regulation
o Let the PSC do it for me!

Let 65% of the market (C&I) choose; it’s worth it
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What do we do with average price demand?

* Don’t dispute Puller et al.’s findings

o Assume can’t force into marginal framework
o Then what does it mean?

* If price is constant, doesn’t matter, AP = MP

* Do consumers maximize V(q) — [R(q)/q]q?
o Marginal WTP = marginal revenue

o Probably not, assumes they are even more sophisticated
* Need two equations?
o Max V(q) - “P”q

0 “P=R(a)/q
o Marginal WTP = average price
o But multiple equilibria possible
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Three contexts; many questions

* How to interpret SSNIP or UPP tests for mergers

o What is the price that needs to be increased profitably by
5-10% over 1-2 years (or whatever)?

o What affects pricing in unilateral models?
* What would a monopoly or oligopoly outcome be if
consumers based decisions on average cost?
O Will output rise or fall under nonlinear pricing schemes?

O If marginal price below average price, too little output
already?

O If marginal price increasing, consume too much?

* How do we do cost-benefit tests generally?

o What is the area under an average price demand curve?
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